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THE MONETARY AND CREDIT SYSTEM 


The appointment earlier this year of a Committee, with Lord Radcliffe as 
Chairman, to ‘ enquire into the working of the monetary and credit system and 
to make recommendations’, marks the first official enquiry into this field since 
the Macmillan Committee reported in 1931. The need for some sort of enquiry 
was universally recognised; added emphasis has been given by the Government’ s 
policy announcements in response to the exchange crisis. 

All the contributions to this Symposium, except Mr. Ross’s concluding note, 
were written before 7 per cent. The object of the Symposium was to bring out the 
kinds of question which a representative group of economists consider that the 
Radcliffe Committee could most usefully investigate in the light of post-war 
experience of monetary institutions and of the operation of monetary policy. 
Mr. Ross was asked to prepare thg introductory paper, which was sent to all the 
contributors. Their observations on any of the points he raises were invited, but 
they were not confined to comment on his paper. Articles dealing with a single 
point were as welcome as a more general survey of the whole problem. 

EDITOR. 


MONETARY CONTROL AND ECONOMIC POLICY 
By C. R. Ross 


I 


Until the Committee on the Working of the Monetary System was 
appointed in April of this year, there had been no comprehensive public 
examination of British financial organisation, or the workings of monetary 
policy, since the Macmillan Committee reported in 1931. One of the Mac- 
millan Committee’s most important achievements was the detailed description 
it provided, both in the report itself and in its minutes of evidence, of the 
monetary system as it existed, and appeared to work, in the late 1920s. 
In attempting to discuss monetary institutions and policy at the present 
time, one is acutely conscious of the lack of the basic up-to-date information 
on the facts of the system, of the kind that the Macmillan Committee pro- 
vided; and the knowledge that we have, we owe mainly to the efforts and 
researches of individual commentators—economists and financial journalists 
—rather than to any first-hand account by those actually responsible for 
working the system. On fact-finding grounds alone, the appointment of 
Lord Radcliffe’s Committee is probably long overdue. 
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But Cabinet Ministers do not go to the length of setting up Committees 
of Inquiry simply to elicit information about institutional behaviour: Com- 
mittees are only appointed when there is serious dissatisfaction about the 
way particular institutions have been functioning; and Committees are 
instructed, not merely to inquire, but to make recommendations. Thus, the 
Macmillan Committee was appointed against the background of the heavy 
and continuing unemployment of the 1920’s, and a widespread feeling that 
this was, in large part, a consequence of the return to the Gold Standard of 
1925, and of the restriction of credit and high interest rates that accompanied 
the policy of the return to gold. The possibility of a Government’s pursuing 
an active economic policy was, at that time, uncertain and controversial: the 
only recognised means of controlling the economic system was through 
monetary policy, and this control was operated by an independent and 
privately-owned Bank of England. In effect, the Chancellor of the Exchequer 
was asking the Macmillan Committee to advise him on how the whole 
complex of City institutions, with the Bank of England at its centre, really 
worked; whether the working of these institutions was helping or injuring 
the rest of the economy; and, implicity, on the possibility of an expansionist 
economic policy. 

The background to the Radcliffe Committee is very different. The issue 
to-day is not whether monetary policy has been working in the right direction, 
but why it has failed to achieve its stated objectives more smoothly or more 
effectively. The technical weaknesses in monetary policy have become a 
matter of concern only in the past two years. But behind the controversies 
and criticisms of the immediate situation lies the more deep-rooted dissatis- 
faction with the continuing economic strains, and apparent failures of policy 
ever since 1945, the recurrent balance of payments crises, the continually 
rising prices, and all the conflict and social stress which have accompanied 
them. 

These problems have to be looked at in a very different context from that 
of the Macmillan Committee. Our whole conception of the status and scope 
of economic policy has been revolutionised in the past twenty-five years. 
At least since the 1944 White Paper on Employment Policy, economic policy 
has been the accepted responsibility of the government of the day : in very 
general terms, full employment, price stability, a healthy balance of payments 
and a rapid rate of economic progress have become the stated aims of both 
major political parties; and the electorate has learnt, and is learning, to judge 
parties, and Ministers, by their success in achieving these objectives. At 
the same time, the status of monetary policy and monetary institutions has 
been correspondingly transformed. The Bank of England has been national- 
ised, and monetary policy is now one weapon among several at the Govern- 
ment’s disposal. It is no longer a question of the Government asking for 
advice about the objectives and direction of the monetary policy of an 
independent Central Bank: with the appointment of the Radcliffe Committee, 
the Chancellor is asking for an analysis of why one of the instruments of his 
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general economic policy—and one on which he, and his two immediate 
predecessors, have placed major reliance—has apparently failed to achieve 
much of what was expected of it, and how it might be made to work better, 
Thus, in present day conditions, it is essentially the means and techniques, 
rather than the objectives, of policy which are under examination. 


II 


The difficulties involved in any examination of this kind are very con- 
siderable. At the beginning of their report, the Macmillan Committee noted: 


“Unfortunately there are no general principles universally accepted 
as to the mode in which monetary institutions and activities affect the 
economic situation, still less as to the precise degree of their importance 
as compared with other causes. Indeed we have been presented with a 
range of opinion which at one end attributed the whole trouble to 
monetary causes and at the other entirely absolved them, a divergence 
of view no doubt attributable in part to varying conceptions of what are 
monetary causes.’! 


Lord Radcliffe and his colleagues will probably be tempted to echo these 
remarks. 

But the kind of controversies and conflicting opinions with which the 
Radcliffe Committee have to grapple are, in some important respects, 
different from the controversies of 1930. The statistical information on the 
economic situation and the course of economic developments which was 
available to the Macmillan Committee was grossly inadequate; and the 
fundamental economic theory necessary for the analysis of employment, 
interest and money was still being hammered out. By contrast, economic 
developments since 1945 are better (though still very imperfectly) docu- 
mented, and the basic principles of economic analysis relevant to the dis- 
cussion are no longer in real dispute. 

Nevertheless, any discussion of the working of the monetary system— 
or economic policy in general—immediately exposes the widest divergences 
of view, not merely among the general public concerned with political and 
economic affairs, but also between professional economists. It is important 
to distinguish the different elements of controversy. Most discussions of 
economic policy—whether about objectives or about techniques—are difficult 
to handle because it is so hard to define precisely the limits of the discussion. 
Differences about the value and effectiveness of different methods and tech- 
niques shade over, and are coloured by, more fundamental disagreements 
about the general character of alternative policies. As the Macmillan Com- 
mittee observed, we are working in a field in which ‘ the roles of judge and 
advocate are apt to become confused ’.? It would be a pity if the advocacy of 
particular policies, or the virtues of particular methods of policy, were to 


1 Report of the Committee on Finance and Industry (Cmd: 3897), 1931, par. 16. 
2 Paragraph 16. 
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confuse the examination of the problems of technique. For, while different 
Governments and different Chancellors of the Exchequer will have different 
views on the kind of policy which they should pursue, and the political and 
social implications of the various methods which they might use to implement 
their policies, the problem of operating economic policy is permanent and 
continuing. 

The working of monetary policy is best analysed in two stages. The first 
involves examining how a decision to use monetary policy is made effective: 
this implies an analysis of how exactly the actions of the authorities in 
altering Bank rate, and in buying and selling securities, impinge on the 
Money Market, the Stock Exchange, and the Commercial Banks. This 
process is made up of a complicated chain of reactions working through 
different institutions; and the analysis involves making clear what each link 
in the chain comprises, examining the strength and importance of each link 
and assessing how much play there is in the chain. For example, we need to 
know by what means action by the authorities to restrict credit gets translated 
into pressure on the Commercial Banks to reduce their advances. Further, 
we need to ask how confident one can be that given actions by the authorities 
really will produce predictable end results, for instance, in terms of an actual 
reduction in advances. Recent controversies have largely centred on this 
kind of problem, but they are only the first stage in an assessment of monetary 
policy. Changes in the total of bank advances, or other kinds of lending, and 
changes in interest rates, are not ends in themselves; they are important 
only as a means of controlling the general economic situation. The second 
and more important stage, therefore, is to inquire how changes in monetary 
conditions affect business decisions about capital investment, stocks of 
commodities and work in progress, and decisions by private individuals 
about expenditure on consumers’ goods. This second stage in the analysis 
is frequently neglected in discussions of monetary problems, but it is only 
from a consideration of this wider set of questions that it is possible to judge 
how effective monetary policy is likely to be as a regulator of the movement 
of demand, production, employment, the balance of payments, or the price 
level. I shall therefore begin by discussing this second set of problems, and 


then turn back to look, very briefly, at the more narrowly technical questions 
of monetary control. 


III 


Monetary policy influences the general economic situation through its 
effects on the components of aggregate demand. There is, of course, no 
reason why the level of aggregate demand which is consistent with a particular 
level of employment and national output should also be consistent with 
price stability or balance of payments equilibrium, and this potential incon- 
sistency sets a strict limit to what can be done simply by controlling total 
demand, whether by monetary policy or by other means. Taking as the 
objectives of policy a high level of employment, balance of payments equili- 
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brium, price stability and a rapid growth of production and productivity, 
there is no reason to suppose that all these objectives can always be achieved 
simultaneously. Indeed, it is very likely that, given present arrangements 
about wage bargaining, the underlying lack of balance in international trade 
and payments, and the shortage of foreign exchange reserves, they are 
irreconcilable. The limits to the use of monetary policy as a means of pre- 
venting prices rising, or of correcting a balance of payments deficit, are set, 
at least in part, by judgments as to the extent to which the scale‘and duration 
of the unemployment and the loss of potential output, which would be needed 
to effect any desired improvement in the price level or the balance of payments 
are tolerable, either socially and politically, or when set against their possible 
adverse effects on the factors making for long-run economic growth. These 
are questions which involve difficult decisions about the relative importance 
of different policy objectives, as well as a view about the working of the 
economic system. They cannot be settled simply by an analysis of method 
and technique. With these general limitations in mind, we will now go on to 
examine, in turn, the problem of the price level, the balance of payments, 
consumers’ expenditure, and investment. 


The Price Level 

Prices rise either because an excess of demand over supply forces them 
up, or because costs of production increase. Monetary policy can help to 
prevent excess demand bidding up prices, through its effects on the general 
level of effective demand. But excess demand is not the only cause of rising 
prices: indeed, the largest part of the rise in prices since 1945 has been 
almost certainly due, not to excess demand, in any normal sense, but to 
increases in costs;! and the largest single element in this increase in costs 
has been the rise in labour cost per unit of output. This danger is always 
likely to be present in conditions of high employment: the bargaining power 
of Trade Unions is always likely to be strong enough to demand, and obtain, 
increases in money wage rates greater than the average increase in output 
per man. If this process of cost inflation, which can go on independently 
of any general excess of demand over productive capacity, is to be checked 
by monetary policy, it will have to be checked by restricting effective demand, 
production and employment to the point at which the bargaining power of 
the unions is sufficiently reduced to moderate the increase in money wages. 

The view, which is frequently expressed in discussions of this subject, 
that prices cannot rise if the money supply is held constant, is probably 
correct as a long-run proposition,” but it fails to give any account of the 
mechanism by which such a process would work. Made explicit, the argu- 
ment runs as follows: money wages and costs go on rising; the demand for 
cash by business to finance the consequential increase in payments rises; 


1 For a detailed analysis see J. C. R. Dow, ‘An Analysis of the Generation of Price 


Inflation ’, Oxford Economic Papers, October 1956 _ ; : ae 
2 In strict Quantity Theory of Money terms, it is only correct if there is a limit to the 
possibility of increasing the velocity of circulation, or inventing acceptable substitutes for 


cash. 
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with the supply of money held constant, and the demand for money increas- 
ing, there will be a shortage of credit, and an increase in interest rates. ! 
Either the shortage of cash and credit will cause employers to refuse to pay 
the higher wages demanded, or the increase in interest rates and shortage 
of credit will force firms to curtail output and investment, so that employment 
will fall, and at the lower level of employment labour will be willing to accept 
a smaller increase in wages. The shortage of cash can bring about ,price 
stability, while maintaining the existing level of production and employment, 
only if employers react to such a situation by greatly stiffening their attitude 
to wage claims (at the risk, in the short run, of serious strikes), while at the 
same time maintaining their existing production and investment programmes 
intact despite the rise in interest rates and the contraction of credit. This 
‘empty till’ theory of price stability is one of the most unlikely of special 
cases: for practical purposes, if shortage of cash is to produce price stability, 
it must do so as part of a general process of contraction, which will affect 
production and employment as well as wages and prices. To maintain long- 
period price stability by such means would entail, not merely reducing 
demand and employment in the short run, but also maintaining the higher 
level of unemployment over a period of years. How much unemployment 
would be required is not a question to which any unique answer can be given. 
All that can be said is that, with existing methods and habits of wage bargain- 
ing, such a policy would involve more unemployment than we have had 
since 1945. How much more is something that can only be determined by 
experiment. 


The Balance of Payments 

One cause of balance of payments disequilibrium is the movement of 
relative prices. In so far as British costs and prices rise more, or fall less, 
than those of other countries competing in the export of manufactured goods, 
British exports are likely to rise less than those of her competitors. Small 
differences in the year-to-year movement of relative costs and’ prices are 
unlikely to have substantial and immediate effects on export earnings. 
But their long-run effects are cumulative, and if British costs and prices 
become too much out of line with those of other manufacturing countries, 
either because British productivity rises less, or British money wages rise 
more than those of other countries, the only remedies are devaluation, or an 
all-round reduction in money wage rates. The extent to which monetary 
policy can prevent this kind of disequilibrium emerging is limited both by 
the difficulties inherent in any attempt to use monetary policy to prevent cost 
inflation in times of high employment, which has been discussed above, and 
by what happens to wages and productivity in other countries. 

Apart from long-period price disequilibrium, there remain the problems 
of controlling capital movements, and the relationship between home demand 


1 Indeed, it may be necessary to put up Bank rate in order to make the shortage of 
credit effective. 
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and the balance of payments. The analysis of capital movements is too 
complicated to examine in this paper. A full discussion involves assessing 
the size and nature of the various kinds of borrowing and lending which 
enter into international capital and banking transactions. In so far as the 
capital outflow is large in comparison with any likely surplus on the balance 
of payments, or the balance of borrowing and lending is liable to fluctuations 
which are at all large in relation to the foreign exchange reserves, capital 
movements can be a cause of persistent disequilibrium, or of serious short-’ 
run fluctuations. Further, if capital movements are influenced by other 
factors besides fairly narrow differences in interest rates, as appears to be the 
case to-day, they may not easily be managed, within the framework of existing 
policies, by the traditional methods of Bank rate and credit restriction. 

The effects of monetary policy on imports and exports work through the 
components of aggregate demand—fixed investment, stocks and work in 
progress, and consumers’ expenditure. The ease with which monetary 
policy is likely to control the balance of payments in this way will depend 
very much on the conditions of the moment. If demand is excessive, so that 
productive capacity is fully employed, and the demand for industrial materials 
or manufactures cannot be met from domestic production, the excess demand 
is likely to spill over into big increases in imports, and to absorb goods which 
would otherwise have been exported. In these circumstances, if monetary 
policy can reduce the level of demand,? it is likely to bring about a fairly big 
improvement in the balance of payments. But once the economy has some 
margin of spare productive capacity, and there is no spill-over of excess 
demand which can be readily corrected, the response of the balance of trade 
to changes in effective demand—and monetary policy—is likely to be slower, 
and may involve an uncomfortable conflict between the level of employment 
and balance of payments equilibrium. A recession in demand overseas is 
likely to precipitate this conflict in its most acute form. The fact that this 
danger has not materialised in any serious way since 1945 does not mean 
that we can afford to base our policies on the assumption that it will never 
happen. The very unusual combination of circumstances which prevented 
the United States recession of 1953-4 causing us serious difficulties may not 
be repeated. 

It is against this background that the use of monetary policy as a method 
of regulating the price level and the balance of payments must be judged. 
The next step is to examine in more detail the impact of monetary policy 
on the various components of effective demand. 


Consumers’ Expenditure 

Monetary policy affects the level of consumers’ expenditure in two ways. 
First, that part of consumers’ expenditure which is financed by credit, 
borrowing, or the sale of assets, is influenced by changes in interest rates, the 
supply of credit, and by Stock Exchange prices and other property values. 


1 In fact, it is not at all certain that monetary policy will, in practice, be able to reduce 
demand quickly enough to prove effective even in this case. 
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Secondly, there is the indirect effect through investment. If a tighter 
monetary policy induces a fall in investment, this fall in investment will 
mean a lower level of output, lower incomes and employment, and hence, 
other things being. equal, lower consumers’ expenditure. 

The indirect effects are best gauged after considering the effects of 
monetary action on investment: the direct effects involve principally, hire 
purchase and consumers’ credit, bank advances to individuals, and spending 
out of capital or capital gains. Since a high proportion of any general increase 
in incomes is, under modern conditions, likely to be spent on consumers’ 
durables, and since a substantial part of expenditure on consumers’ durables 
is financed by hire purchase, the control of hire purchase facilities has ap 
important role in influencing both the overall level and the pate of con- 
sumers’ demand. Recent experience suggests that hire purchase finance is a 
complicated business, which may not be susceptible to the kinds of general 
credit control at the disposal of the monetary authorities; and that it is 
probably sensible to reinforce general credit and interest rate policies with 
specific hire purchase controls.1 

While monetary policy can probably exert some influence on consumers’ 
expenditure through its effects on personal overdraft facilities and the oppor- 
tunities for realising capital gains, or spending out of capital, it would be very 
hard to get evidence to suggest how big these effects are likely to be; and 
while these are fields in which monetary policy will work in the right direction, 
up or down, it would probably be wrong to expect it to achieve any sizeable 
results. 


Investment 

Investment by the public corporations, central government and local 
authorities, which accounts for about 40 per cent of total fixed investment 
in the United Kingdom, is unlikely to be sensitive, at least so far as year-to- 
year changes are concerned, to variations in interest rates or the supply of 
credit. Much of this investment is part of long-term programmes which 
cannot be rephased easily or quickly; and, in so far as it is possible to make 
short-run adjustments in public investment, the authorities do not need to 
rely on credit policy or interest rates to get what they want. More direct 
methods are available. 

As far as private investment is concerned, it is generally recognised that 
a sufficient increase in interest rates, and a big enough restriction of the 
money supply, can always check an investment boom in the end; and it is 
also agreed, at.the other end of the scale, that if demand is depressed, so that 
businesses have surplus capacity and low profits, an easy money policy is 
unlikely, by itself, to stimulate a significant increase in new capital expendi- 

1 The i i 
iegat deoaymcat petiod. may. Tectacp Hemant bye ahipsc dhs betwee iene et 
are repaid, a new burst of expenditure may happen automatically. How far hire purchase 
control can be made to stabilise fluctuations over a period of years requires some thought. 


If it is difficult to prevent it having destabilising effects too, purchase t rariati 
be a more useful method of controlling the demand for augables: mae cach 
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ture. But, for present purposes, we are not concerned with extreme cases, 
but with the more normal working of a fairly fully employed system. Here 
the available evidence is very slight, but such evidence as there is tends to 
suggest that business investment does not usually respond very quickly or 
easily to changes in credit policy. The only systematic study of this problem 
was carried out before the war,! and the results seemed to show that, at that 
time, monetary factors were not important determinants of investment 
decisions. Post-war evidence is fragmentary, but there is little to suggest 
that the slowing down of private industrial investment in 1952-3 was the 
result of the increase in interest rates in 1952; and the inquiries of the 
Manchester Guardian Survey of Industry over the past two years found that 
the direct effects of higher interest rates or shortage of finance were, on the 
whole, minor elements in checking the investment boom of 1955. 

The other important element of business investment is investment in 
stocks and work in progress. Traditionally, this is one of the components of 
effective demand that is thought most susceptible to influence by monetary 
policy. Moreover, it is a field in which monetary policy may be expected to 
act most quickly, since it is probably easier for firms to vary their current 
rate of production in relation to sales, and so adjust their level of stocks, 
than to adjust their expenditure on investment in fixed assets, where pro- 
grammes may be difficult to rephase, and contracts already placed are hard 
to cancel. However, the effect of monetary policy on stocks and work in 
progress in present-day conditions is, again, difficult to assess. In 1951-2, 
when a restrictive monetary policy was first revived, there were large fluctu- 
ations in stocks both of imported materials and of manufactures and semi- 
manufactures. But there is not much evidence that the firms who ran down, 
or ceased to build up, their stocks at that time did so primarily because of 
the increase in interest rates, or because of pressure from the banks to reduce 
outstanding overdrafts. Since 1955, when monetary policy has again been 
trying to reduce total demand, stocks have again not seemed very sensitive 
to general measures of monetary control. In view of the instability, both for 
the balance of payments and for internal demand, which stock changes 
can produce, it is important to examine in some detail what the problems of 
controlling fluctuations in stocks really are. 

The one form of investment (as normally defined) which is undertaken by 
private individuals is housebuilding. This amounted to nearly 10 per cent 
of total investment in 1955, and since a large part of it is financed by advances 
from Building Societies, it is likely to be sensitive to changes in monetary 
policy. Since fluctuations in private housebuilding can be quite large, and 
policy may wish to control these fluctuations independently from other kinds 
of investment, it is worth asking how credit control can most effectively 
influence this kind of capital expenditure. 


1 By the Oxford Economists’ Research Group. The results are summarised and dis- 
cussed in Oxford Economic Papers No. 1 and No. 3. 
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IV 


Thus, the principal element in demand which is likely to be susceptible 
to monetary control is private investment expenditure on fixed assets and 
stocks. To assess the place of monetary control in general economic policy, 
we need, therefore, to establish as clearly as possible how far private invest- 
ment is likely to be controllable through the mechanism of interest rates and 
variation in the supply of credit. The institutional background has changed 
very much since 1939. In general terms, it is known that the hundred or so 
largest companies in the country are responsible for a large proportion of 
total private investment, that a large part of this investment is financed out of 
undistributed profits, and that at least most of the larger companies can be 
expected to have at their disposal substantial financial reserves. But, if we 
are trying to assess the responsiveness of private investment to variations in 
the ease with which firms can borrow, and the terms of borrowing, we need 
to be more precise than this. How much investment is directly financed out 
of undistributed profits? How large are the financial reserves of companies 
which are available to finance capital expenditure? In what form are these 
reserves held? How liquid are they? In so far as investment is financed by 
borrowing, is it the availability of bank advances, the rate of interest on short- 
term finance, or the long-term rate of interest and the terms on which firms 
can make new issues which are likely to be important? If we are interested 
in the character of the investment, as well as its amount, what kinds of 
investment, both in terms of type of asset, and in terms of the industries 
undertaking the investment, are financed by borrowing, and what out of 
undistributed profits? Again, what kinds of stocks are financed by bank 
advances or other forms of credit? How big an effect are changes in short- 
term interest rates or bank advances likely to have on stocks? How quickly 
can the response be expected to be, given the limits imposed by present 
institutional conditions? We cannot expect precise statistical answers to 
this kind of question, but it is difficult to make any sensible judgment about 
the responsiveness of private investment decisions to monetary policy 
without a better appreciation of the orders of magnitude. In so far as com- 
panies are less dependent on outside finance than they were before the war, 
monetary policy is probably less likely to be an effective means of controlling 
year-to-year fluctuations in investment, so that it is necessary to form some 
view as to how far private capital expenditure might be made more sensitive 
to credit policy, or whether other methods—such as variations in taxation, 
investment allowances, and the like—are more likely to prove effective. 

It has been argued,’ by economists with wide practical experience, that 
business men’s decisions about investment are taken in the light of their 
judgment of the future demand for their products, and their expectations 
about future profits, and that the cost and ease of raising finance is an unim- 


1H. D. Henderson, ‘ The Significance of the Rate of Interest ’ (Oxford Economic Papers, 
1938). See also Keynes, General Theory of Employment, Interest and Money, Chapter 12. 
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portant element in this kind of assessment; but that their expectations about 
future demand and future profits are affected by what is happening in the 
money market and on the Stock Exchange. This raises two questions. First, 
how much reliance is it prudent to place on monetary policy as a signalling 
system, and how far could a better explanation of the day-to-day objectives 
of policy make the signalling system work better. And, second, if investment 
decisions are taken in the light of the expected trend in the demand for final 
products, may it not be necessary to influence the level of investment 
not directly, through the monetary system where the means of control may 
be uncertain, but indirectly, by controlling the level and rate of increase of 
consumers’ expenditure? In so far as it is the level of consumers’ demand 
which matters, we have seen that this is something which is at best partially 
responsive to the direct effects of monetary policy. This again raises the 
question of the relative effectiveness of monetary policy as compared with 
fiscal policy or other means of control. 

Leaving aside the important question of how far the control of private 
domestic investment can suitably be reconciled with means of controlling 
international capital movements—and how far internal and international 
investment policies are liable to conflict—the operation of monetary policy 
involves assessing the extent to which it is possible to achieve definable and 
predictable results in terms of controlling the demand for home investment— 
both in stocks and fixed assets. The recent controversies and uncertainties 
about how the authorities can in modern conditions achieve an effective 
control over the volume of credit and the level of interest rates become 
important simply as the first stage in this wider problem of regulating 
economic activity in general, and investment demand in particular. 

Much recent discussion has suggested that because of the excess liquidity 
of the system, the frequent maturities of Government bonds, the size of the 
floating debt, or other reasons, the traditional methods are unable to work 
at all. This is not true. Initially, if a rise in Bank rate and the sale of bills 
by the Central Bank forces Discount Houses into the Bank, the Bank must, 
by the rules of Central Banking, rediscount the bills offered to it. The process 
of rediscounting keeps the market liquid, so that the Bank’s attempts to 
reduce the quantity of cash will be nullified by the process of rediscounting. 
But, if the demand for cash is not reduced at the first increase in Bank rate, 
it is always possible to go on putting up Bank rate, and selling bills, until 
the whole structure of interest rates rises high enough to choke off new 
investment and cut back the demand for credit. This may prove a lengthy 
and uncomfortable process; but, properly pursued it will work in the end. 
The question at issue is how far the system can be made to work smoothly 
and effectively, not whether it will work at all. : 

Looking at it from the standpoint of controlling investment, if bank 
advances are an important source of finance how can appropriate variations 
in the volume of advances be achieved? If alternative sources of finance 
are available—such as internal reserves, borrowing from institutions outside 
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the banking system or new issues—how far is it possible to control these 
alternative sources of funds? In so far as interest rate changes are important, 
is it the rates on bills and advances or the long-term rates of interest on 
debentures and the terms of new issues which are important? Are fixed 
assets and investment in stocks likely to be responsive to different influences, 
and if so, is it possible to achieve these different influences separately by 
conscious management? If it is the quantity of credit rather than its price 
that matters, is it easier to prescribe liquidity ratios or cash ratios directly, 
or to work through the traditional mechanism of the money market? Or 
alternatively reintroduce Treasury Deposit Receipts? Is it possible to 
restrict the supply of credit effectively without raising interest rates? If 
it is the long-term rate of interest and the new issue market that is important, 
is it easier to affect the market for long-term securities indirectly via the bill 
market, or to conduct open market operations on the long-term rate directly? 

Related to the problem of how to make monetary policy work is the 
question of cost. The alleged inconsistency between the need for high 
interest rates to make monetary policy effective, and the cost in terms of the 
increased interest payments on the National Debt and the Sterling Balances, 
has been a focus of discussion in recent controversies. Any decision to use 
monetary policy implies a decision that the costs in terms of higher interest 
payments are worth bearing when compared to the advantages of monetary 
policy over other methods of achieving the same objectives. The cost in 
terms of the higher interest payments to British financial institutions can 
easily be exaggerated: a large part of any increase in interest payments is 
likely to go into the undistributed profits of financial institutions, and is 
liable to income tax at the standard rate. If it is distributed in increased 
dividends, it is liable to the higher rate of Profits Tax, and, in some part, to 
Surtax also. Thus the actual effect of higher interest payments on the level 
of effective demand is likely to be only a fraction of the total increase in interest 
paid, so that the increased charge on the Budget of the increase in the cost of 
the National Debt can, so far as its internal effects are concerned, be met, in 
large part, by running a smaller Budget surplus. But the effects on the 
balance of payments give more cause for concern. Are the increased 
interest payments on the sterling liabilities, a high proportion of which are 
held in the form of Treasury Bills, worth the gains from the effect of monetary 
policy on the general economic situation? Now that our short-term liabilities 
exceed our assets, the answer is no longer clear cut. 


V 


To conclude. The part which monetary control can, and should, play 
in general economic policy will always be a subject of considerable contro- 
versy, partly because of the wide divergences of view about the character and 
objectives of policy itself, partly because of the diversity of problems which 
policy has to deal with, and partly because the emphasis of policy is always 
shifting in response to changes in the economic situation. However, it is 
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possible to distinguish two kinds of problem: the control of fluctuations in 
effective demand and the balance of payments; and the longer-period 
problems of balance of payments equilibrium, of technical progress and 
economic growth, and of the persistence of cost inflation—as distinct from 
an xcess of demand over productive capacity—in conditions of high employ- 
ment. , 

The problem of controlling short-period fluctuations is, in practice, 
dominated by the need to protect the balance of payments. The foreign 
exchange reserves are so low, in relation to the volume of trade and banking 
transactions that they have to finance, that quite small fluctuations in imports 
and exports, or in commodity prices, can cause relatively large fluctuations 
in the reserves; and, in these circumstances, quite small swings are always 
liable to set off a wave of speculation; but as recent experience has shown, 
Bank Rate changes by themselves are only likely to achieve very temporary 
results. Unless they are soon followed by definite evidence that the balance 
of trade is improving and the reserves are rising, speculation is likely to start 
up again. In other words, unless aggregate demand is, or can be made, fairly 
quickly and predictably responsive to monetary action, it is impossible 
to be confident that monetary policy by itself can provide an effective regu- 
lator of short-run balance of payments fluctuations, even when there is no 
likelihood that the reduction in demand would affect employment by more 
than a tolerable amount. Even when there is no question of balance of pay- 
ments disequilibrium, so that there is more room to manoeuvre, it is still an 
open question how far fluctuations in private investment are likely to respond 
easily and quickly to changes in monetary policy, or whether they are more 
easily controlled by other means. 

An inquiry into the working of the monetary system cannot provide 
definitive answers to the problem of how fluctuations can or should be con- 
trolled. But by elucidating the facts about the workings of the various 
institutions, industrial as well as financial, on which monetary policy is 
trying to act, it should assist those responsible for operating—and criticising 
—general economic policy to judge the possibilities and limitations of 
monetary techniques. Finally, the question of how far it is either economic- 
ally possible, or politically and socially desirable, to deal with the long- 
period problems of the balance of payments, price stability and economic 
growth simply by regulating the level of effective demand, by general mone- 
tary or fiscal policies, is necessarily uncertain. These are intractable long-run 
problems: we must not expect to be able to solve them by any simple or 
easily working monetary device. 


. Hertford College, 
Oxford. 


QUESTIONS FOR THE RADCLIFFE COMMITTEE 
By R. G. Hawtrey 


The reference to the Committee is ‘ to enquire into the working of the 
monetary and credit system, and to make recommendations.’ The purpose 
of a monetary and credit system is to regulate the flow of money from incomes 
into spending, and from spending back into incomes, in such a way that 
economic activities and relations shall not be disturbed or dislocated by any 
irregularities in the flow. Money in this context may be taken to mean the 
means of payment, in the forms of deposits transferable by cheque and hand- 
to-hand currency (notes and coin). 

Money starts to flow when orders are given to producers, and the pro- 
ducers proceed to pay wages and other costs from their available cash, 
supplemented if need be by borrowing. The orders may be given by other 
producers, for materials or capital installations; or by dealers for merchandise 
for re-sale; or by consumers (for example, for a hair-cut or for the building 
of a souse). In the case of dealers, the goods ordered are destined to pass 
through several hands before being finally disposed of to the consumers or 
users. The investment market intervenes in this process to collect money 
representing the community’s savings and to make it available, through 
flotations and other financial transactions, for capital outlay. 

The flow of money is composed of payments, and anyone who has to 
make a payment, and has not a sufficient bank balance, has to borrow. It is 
to these borrowers that banks lend. In general the borrowing is for short 
periods; dealers and producers expect to repay out of the proceeds of their 
sales, and the banks usually expect other kinds of borrowers to make arrange- 
ments for early repayment. The initiative in borrowing rests with the 
borrowers, but the banks have the power of refusing to lend or putting a 
limit to the amount to be lent, and they can influence the action of the 
borrowers through the interest charged and the conditions of lending. 

On the other hand, when the banks buy or sell marketable securities, the 
initiative rests with them. The creation of money through this channel is 
within their discretion. They are guided partly by the general state of their 
assets and partly by the capital gains or losses which market prices portend. 

Policy is determined centrally. It may be embodied in legislation, or it 
may be formed administratively by the Government and the Bank of England. 

Monetary legislation has been chiefly concerned with hand-to-hand 
currency: coin, legal tender, banknotes and gold reserves. The creation of 
the Exchange Equalisation Account in 1932, and the transfer to it of practic- 
ally the entire gold reserve in 1939, deprived the time-honoured system of a 
fixed fiduciary issue of all significance. The fiduciary issue has become the 
entire note issue of the Bank of England, and, in view of the readiness of 
Parliament to extend it whenever the demand of the public for currency so 
requires, the limit no longer has any restric ive effect. Anyhow, the restrictive 
effect applied directly only to the Bank of England itself. ‘The reserve in the 
Banking Department represented the portion of the total gold holding which 
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the Bank was free to use without infringing the law, and a fall in this reserve 
became the signal to the Bank to restrict credit and to discourage borrowing 
by raising Bank rate. The occasions for restricting or relaxing credit cannot 
be rigidly defined. The Bank should be in a position to exercise its own judge- 
ment as to the need for taking such action, without relying on any automatic 
signal or rule of thumb. 

The creation of deposits is a more fundamental function than the issue 
of notes. The Bank must always meet the demands of its depositors for legal 
tender currency: once it has created the deposits, no arbitrary limit on its 
note issue can be allowed to interfere with this obligation. The Bank of 
England, like the commercial banks, creates deposits by acquiring assets. 
And it is in acquiring assets, whether by lending or by buying securities, 
that it must observe such limitations as credit policy imposes on it. 

The governing factor in monetary policy at the present time is the parity 
of the pound sterling, agreed with the International Monetary Fund in 1949, 
at $2.80 or 38.4 grains of fine gold. In order to adhere to parity, it is necessary 
so to regulate the flow of money that demand does not attract an excess of 
imports, visible and invisible. An adverse balance is met in the first instance 
from the monetary reserves, held in the forms of gold and dollars by the 
Government in the Exchange Equalisation Account. If the demands on the 
reserve become excessive, that is a sign that the regulation of the flow of 
money has failed to correct the adverse balance. In the last resort, the remedy, 
pending a more effective credit policy, is a direct restriction of imports: 
prohibitions and quotas for imported merchandise, and exchange control for 
invisible imports (such as exports of capital). Prohibitions and controls are 
the consequence of a breakdown of policy. 

An effective credit policy requires power at the centre to influence the 
borrowers and lenders of the banking system. In the nineteenth century 
that power belonged by custom to the Bank of England as the lender of last 
resort and the holder of the country’s central gold reserve. When the banks 
and the discount market, being short of cash, became unable or unwilling 
to buy bills, the Bank of England would supply cash by buying such bills 
as it judged eligible, on its own terms. It dictated the rate of discount (Bank 
rate) to the market. Nowadays the discounting of commercial bills with the 
Bank of England has become relatively unimportant. Their place has been 
taken by Treasury bills. The banks hold a large amount of Treasury bills 
and can always reinforce their cash by abstaining from buying bills to replace 
those maturing. Or if a bank has not enough bills maturing, and calls money 
from the discount market (by a time-honoured procedure), the discount 
houses in turn can cut down their applications for bills at the weekly tender- 
ing. If the bills tendered for fall short of the Treasury’s needs, the Bank of 
England takes up enough to fill the deficiency. 

The function of the Bank of England as lender of last resort, has practic- 
ally become that of the residual purchaser of Treasury bills—more generally 
the underwriter of Government loans. 
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But the Bank is still in a position to dictate the short-term rate of interest, 
for the market rate of discount on Treasury bills is governed by the rate at 
which the Bank is willing to buy them (or to sell them, if need be, to make 
its rate effective). The possibility of acquiring Treasury bills, of unimpeach- 
able credit and maximum liquidity, at a specified rate of discount sets a 
standard of yield for all forms of short-term lending. No bank will lend on 
terms yielding a lower return. But in practice the response of the banks to 
the action of the Bank of England is not confined to consideration of the 
yield of Treasury bills. A convention dating back many years bases the rates 
charged on overdrafts not on the Treasury bill rate but on Bank rate. When 
the Bank of England does not intervene in the discount market, the Treasury 
bill rate may fall far below Bank rate, but the convention keeps up overdraft 
rates. 

The market in commercial bills tends to follow the Treasury bill rate, but 
commercial bills are no longer the principal form of traders’ short-term 
borrowing. They are practically confined to the financing of imports and 
exports, and, with modern facilities of communication, have even there been 
largely superseded by cash payments (facilitated, if need be, by bank advances 
to purchasers). 

The efficacy of Bank rate is dependent on its influence on overdraft rates, 
and therefore in some degree onthe convention which links overdraft rates 
to Bank rate. This convention might suitably be a subject of investigation. 

Bank rate is a discount rate, and its operative effect is to be looked for in 
the discount market. But, when the market is taking all the bills offered at 
rates of discount substantially below Bank rate, Bank rate becomes a merely 
nominal figure. Apart from the convention, the banks might be expected to 
adjust overdraft rates more or less to the market rates of discount. The 
convention, so long as it can be relied on, has the great advantage of giving 
the Bank of England a direct control over the terms on which the greater 
part of commercial and private short-term borrowing is carried on. 

If it is through the overdraft rates that Bank rate works, the sensztiveness 
of borrowers to the rates charged evidently offers an important field for 
enquiry. The sensitiveness of the borrower will depend on the purpose for 
which he borrows. He may be a trader borrowing for the purchase of 
merchandise for subsequent sale; or a producer borrowing for the purchase of 
materials or other expenses of production; or he may be borrowing tempor- 
arily for the cost of installation of plant and fixed capital in anticipation of 

* funds to be raised out of a flotation in the investment market or out of rein- 
vested profits; a consumer may borrow for some exceptional outlay; an 
investor may borrow in anticipation of income to buy property or securities; 
speculators may borrow to take delivery of commodities or securities; under- 
writers may borrow to take up securities which have failed to find purchasers 
in the market. The attitude of a borrower to the rate of interest will be 
materially affected by his views as to the future course of the prices of things 
he proposes to buy. Wherever there is a confident expectation of rising 
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prices, a speculative factor enters into the calculations of the borrower, and 
a higher rate of interest is required to deter him from borrowing. And, 
when he expects prices to fall, he will reduce his purchases (and his borrowing) 
toa minimum. When inflation causes an expansion of demand and a prospect 
of rising prices, borrowing at a given rate of interest becomes so much the 
more attractive, and further inflation results. And when deflation causes a 
contraction of demand and a prospect of falling prices, borrowing becomes 
unattractive, and further deflation results. In either case a vicious circle is 
joined. Herein lies the inherent instability of credit, the bearing of which on 
credit policy deserves thorough consideration. 

The power of the banks to influence the flow of money 1s not confined to 
their action in determining the rate of interest they charge to borrowers; it is 
within their discretion to refuse a loan, or to restrict the amount lent to 
something less than the borrower asks. It might be useful to ascertain the 
conditions in which they resort to this power, and the extent to which the 
regulation of credit depends upon its use. 

In the period before 1914, when Treasury bills played but a small part 
in the credit system, and the banks and the money market could only procure 
cash by rediscount of commercial bills at the Bank of England, a bank had 
to adjust the extent of its credit operations to the amount of its cash holding. 
If, when it suffered a shortage of reserves, it charged a higher rate of interest 
than its competitors, it would lose custom, and it might therefore have 
recourse to a direct limitation of its lending. Now that a bank can 
replenish its cash by letting its Treasury bills run off without replace- 
ment, that state of things does not arise. But the banks must have 
regard to their supply of Treasury bills, and a new convention appears 
to have recently grown up, that a bank ought to hold Treasury bills to a 
total making, with cash and call money, not less than 30 per cent of its 
deposit liabilities. The sales of Government securities by the clearing banks 
in the first half of 1955 were said to have been intended to maintain this 
30 per cent. ‘liquidity proportion’. The liquidity proportion could be 
raised by a contraction of advances as well as by sales of investments, and the 
so-called credit squeeze which was imposed in 1955 was not unconnected 
with it. 

The subject of the liquidity proportion deserves to be explored. And so 

also does that of a credit squeeze—a contraction of advances imposed by the 
banks in conformity to a Government policy of credit restriction. In what 
terms should such a policy be formulated, what instructions should be given 
to bank managers and others to carry it into effect and what warning to 
customers? The experience of the past two years might be examined. 
A funding operation which reduces the amount of Treasury bills available 
is likely to reduce the liquidity proportion. If the banks adhere to a given 
proportion, it would induce them to curtail their less liquid assets by cutting 
down advances and selling investments. 

Evidently the relation of monetary and credit policy to Government 
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finance demands investigation. How far is it within the power of the Govern- 
ment to influence the cash position of the banks by means of a budget deficit 
or surplus? And how far is it desirable to employ this power as an instrument 
of credit regulation? What should be the relation of Government borrowing, 
funding and debt-redemption to credit policy, and in particular to the cash 
position and liquidity proportion of the banks? How and to what extent does 
the short-term rate of interest affect the long-term rate, and how much 
weight can properly be given to budget charges for interest on the national 
debt in deciding on changes in Bank rate? 

The mechanism of credit supplies the means of carrying out a monetary 
policy, and the most fundamental question before the Committee will be, 
what is that policy to be? Is there to be any departure from the existing policy? 

The existing policy is based on the gold parity or dollar value of the 
pound, which has been approved by the International Monetary Fund. 
So long as the parity remains unaltered, the wealth-value of the pound is 
tied to the wealth-value of the dollar: fluctuations in the wage-level and the 
price-level in America tend to be reflected in similar fluctuations in the 
wage-level and price-level in Great Britain.. If the American dollar were 
kept stable, or as nearly stable as practical exigencies would allow, the pound 
would gain the advantage of the same stability. In fact, however, the dollar 
is by no means stable; the American wage-level (as measured by average 
hourly earnings) has doubled since 1945 (when it had already risen 60 per 
cent since 1939) and its progress has twice been interrupted by set-backs 
accompanied by spells of substantial unemployment (54 per cent in 1949, 
and 5 per cent in 1954). 

The parity which ties the pound to the dollar is not unalterably fixed. It 
can be changed, with the concurrence of the Fund, in case of a ‘ fundamental 
disequilibrium ’, and the Committee might well direct its attention to the 
interpretation of that expression. If at any moment the parity corresponds 
to a fundamental equilibrium, any subsequent change in the wealth-value of 
the dollar might be held to cause a disequilibrium, which might be called 
fundamental, if the change were substantial and irreversible. 

Should the disequilibrium be interpreted rather in terms of the balance 
of payments than of relative wealth-values of money units? Surely not, for 
devaluation would be no remedy for an adverse balance attributable to lax 
credit or redundant money, and not to a disparity in comparative costs. 

The controversies of the present day regarding monetary policy are 
essentially concerned with the effect on employment and wages of the 
measures taken to expand or contract credit in order to maintain equilibrium 
with the rate of exchange. The purpose of the Bretton Woods delegates in 
allowing parity to be altered in case of a fundamental disequilibrium was to 
avoid the necessity of correcting an adverse balance of payments by a credit 
contraction which would cause unemployment. The Committee might 
usefully consider the opposite contingency, where disequilibrium arises from 
an undervaluation of the money unit, and causes over-employment. 
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Questions of the rate of exchange and the balance of payments cannot be 
dissociated from those of exchange control and the Sterling Area. The 
Sterling Area comprises in principle those countries which maintain their 
monetary reserves in London in sterling. The gold and dollars held by the 
Exchange Equalisation Account are the reserves not of the United Kingdom 
alone but of the entire Sterling Area. The Sterling Area has been since 1939 
a single unit for the purposes of exchange control. Legally its existence 
depends upon the continuance of the enactments imposing control, so that, 
if the control came to an end, the formally constituted Sterling Area would 
come to an end with it. But the practice of holding reserves in sterling in 
London might presumably continue. The future of exchange control and 
the future of the Sterling Area are evidently topics which ought to concern 
the Committee. 

A serious problem even now is the mass of externally-held sterling balances. 
A careful and detailed investigation of these balances would be a valuable 
contribution to economic knowledge. Each country holding sterling is a 
separate problem, and it would be useful to know of each how the sterling 
held by it has fluctuated in the past, and whether the amount now held can 
be regarded as normal or as either more or less than normal. The question 
of dealing with so much of any balance as is thought excessive, whether by 
funding, or by applying it gradually to works of development, deserves 
consideration, though the Committee could hardly pursue it in any great 
detail. The wealth-value of the pound sterling is very relevant to the future 
of the externally-held sterling. 

In considering future policy in regard to rates of exchange, perhaps the 
first question to be faced is whether the existing parity is appropriate. If it 
is not, a case could presumably be made for altering it, and submitted. to the 
International Monetary Fund for their concurrence. 

But there is the more far-reaching question of the future conditions for 
changes in the rate. If the wealth-value of the American dollar is to fluctuate, 
and with it the wealth-value of 38.4 grains of gold, then the British credit 
system, so long as that parity obtains, is a channel for transmitting fluctuations 
in the American money unit to the money units of the rest of the Sterling 
Area. If the Sterling Area is to be immunised against these fluctuations, 
frequent changes in the dollar-value of the pound may be necessary. Such 
changes would have to be made promptly on the occurrence of conditions 
requiring them. It would hardly be practicable to invoke the concurrence of 
the Fund on each such occasion. It would seem, therefore, that a policy of 
keeping the money units of the Sterling Area stable in purchasing power 
would involve a departure of the countries of the Sterling Area from the 
Fund. If, however, the American Federal Reserve System decided on a 
policy of keeping the wealth-value of the dollar stabie, and adopted effective 
measures tu that end, it would be possible for the rest of the world (including 


the Sterling Area) to enjoy the advantages of monetary stability consistently 
with continued membership of the Fund. 
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‘The desirability of a stable money unit is hardly open to dispute. But the 
meaning of stability needs to be defined. The definition ought to be related 
to practical exigencies rather than to be academically perfect. Broadly what 
is wanted is a monetary policy which will avoid both the contrary evils of 
inflation and deflation. Inflation consists in excess spending, which causes 
rising prices and an adverse balance of payments. Deflation consists in a 
contracted flow of money, causing unemployment. But a policy of merely 
avoiding inflation and deflation does not of itself secure a stable money unit. 
If credit regulation is to be directed more specifically to stability, the question 
will arise whether stability is to be taken to mean an unvarying price-level 
or an unvarying wage-level. 

This question is closely related to the policy of full employment. If 
fluctuatigns are allowed to occur in the flow of money, an expansion, accom- 
panied by rising wage-level and price-level, can only be reversed by a con- 
traction, which will cause unemployment. If the policy of full employment 
forbids the contraction, it can only be reconciled with stabilisation of the 
money unit, if expansions are kept down to a minimum, that is to say, 
checked by prompt action at an early stage. Otherwise each successive expan- 
sion will mean a permanent increase in the wage-level and the price-level. 
It is the increases in the wage-level that cannot be reversed without causing 
unemployment. When prices have risen more than wages, they can be 
reduced without causing unemployment, so long as the margin above costs 
makes industry normally remunerative. 
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THE AIMS OF MONETARY POLICY 
By 1. M. D. LittLe 


It seems to me to be abundantly clear that the Radcliffe Committee 
cannot confine its enquiries and recommendations to what Mr. Ross has 
called the first stage of the working of monetary policy—that is, the manner 
in which a decision to use monetary policy is, or is not translated into a 
change in various interest rates or the availability of various kinds of credit. 
The Radcliffe Committee is not intended merely to do some institutional 
research: it has to make recommendations. But it is impossible to make 
intelligent recommendations about how the monetary mechanism should be 
used, controlled, or reformed, unless one also enquiries into the effects of 
changes in the availability and price of credit on the economy, and further 
into the desirability of such effects in the light of fundamental economic aims. 

Such widely agreed aims of policy as full employment, price stability, 
and steady growth, cannot, as Mr. Ross has.said, be simultaneously and 
satisfactorily achieved—at least, not with our present system of wage deter- 
mination, and the low level of reserves. This means that the best way of 
operating the monetary system depends upon the relative emphasis put on 
the aims. The more the Radcliffe Committee commits itself to any particular 
emphasis, the less generally interesting and acceptable will its report be. 

It should, therefore, try so to elucidate the workings of the system that 
successive governments can decide on their monetary policy in the light of the 
current political situation and their own aspirations. This does not, of course, 
mean that the Committee should regard itself as purely fact finding. For it 
stands no chance of finding such clear facts as will point to the right policy, 
even given the emphasis to be put on the competing aims. Not only will it 
have to give its opinion as to what the facts are, but also its opinion, even if it 
cannot be more than tentative, as to what sorts of policy seem to be indicated 
given different degrees of emphasis on the ends already mentioned. 

The real difficulty facing the Committee is not what its proper function 
is, but the enormity of the task facing it if it is to fulfil its function properly. 
Mr. Ross has clearly shown how little we know about the effects of operating 
with this flexible and delicate instrument. But before considering the prob- 
lems posed by the fact that the Committee cannot be expected to find any 
clear or firm answer to most of Mr. Ross’s questions, I would like to underline 
two of the problems which emerge from Mr. Ross’s paper, but are not 
emphasized, and which seem to me to be important. 

First, Mr. Ross clearly shows that monetary policy must act predomin- 
antly by influencing demand. It is important that this should be very clearly 
understood, for I suspect that a number of people are suffering under the 
delusion that one can somehow preserve full employment by budgetary 
methods, while the monetary system looks after inflation. It is a delusion 
because very high employment requires a very high level of demand; and if a 
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very high level of demand is preserved, then monetary policy becomes almost 
entirely incapable of preventing price increases. 

Having analysed the above delusion away, one is left with the fact that 
monetary policy is an alternative method of influencing demand—altern- 
ative to the manipulation of taxes (given Government expenditure). One 
cannot then decide on the best use of the financial methods, without com- 
paring them very closely with the fiscal methods. They have to be compared 
in respect of their reliability, their speed of operation, the types of spending 
which it is most desired to influence, and their effects on prices and wage 
claims. Here I would like to emphasize the importance of reliability, by 
which I mean the predictability of the magnitude and timing of the effects of 
pulling the control levers of fiscal and financial policy. 

The second point I would like to emphasize is the long and short-run 
distinction. One may relax and tighten credit to combat fluctuations: but it 
must be relaxed and tightened about some normal long-run setting. The 
Committee must face the problem of whether there is any point in a long-run 
policy of credit scarcity. If there is to be very high employment, then there 
must always tend to be a scarcity of capital in relation to savings, for this is 
merely another way of saying there must be a tendency to excess demand. 
As Mr. Ross has shown, the only way in which, given a very high level of 
employment, tight money can help to prevent price rises is by stiffening 
resistance to wage demands. We are in a sadly contradictory state if the 
government on the one hand keeps credit scarce, and on the other reduces 
taxes at the first sign of unemployment, while begging the employers to give 
way when a serious strike threatens. 

But if credit policy is of little or no use as a long-run anti-inflation weapon, 
how should one decide on long-run credit policy? If demand is at all respon- 
sive to interest rate changes, then, to some extent, high rates and high taxes 
are alternatives. In spite of a higher debt service charge, high rates of interest 
will permit lower taxes; though it is probable that a large difference in rates 
would make only a small difference to the required level of taxation (given 
Government expenditure). So the Committee must not only consider the 
effects of the alternatives on private savings and on incentives, but also the 
effects on the level of investment and on invisible payments. Finally this 
involves it in considering the extent to which it is possible to maintain a credit 
policy widely different from that of other important countries: which brings 
it into problems of exchange rates and exchange controls. 

Only if demand is insignificantly responsive to interest rate changes, can 
credit policy be considered to be independent of taxation policy. In this 
event, the effects of low rates on the distribution of income, the debt service, 
and invisible payments abroad, must be weighed against the risk of, and the 
damage done by, transfers of capital to other centres. 

I have now added to the many burdens already laid on the Committee 
by Mr. Ross, and must therefore return to the problem posed by the fact 
that it will never report if it tries to discover even a fraction of all it should 
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ideally know. What can reasonably be expected of it? Again a distinction 
must be made between the first stage and the later stages of the working of 
monetary policy. The Committee should be in a position to give fairly 
authoritative answers to some of the questions about the technical workings 
of monetary control. But when it comes to the economic effects it will find 
itself up against a great range of problems, where no amount of obtainable 
evidence will provide a final answer. 

The Committee cannot turn itself into a high-powered economic research 
institute: probably it cannot do much more than act as an assembly point 
for what is known already, which is limited and vague enough. But it should 
not shirk giving some lead as to how, it thinks, monetary policy should, in the 
light of its enquiries, be used in varying circumstances (of both ends and 
situations), in spite of the fact that its opinions will be based to no very small 
extent on ignorance. I say this, because I believe that clear thinking about 
what aims monetary policy can serve, and how it compares with other means 
of serving the same ends, combined with such little knowledge of the workings 
of the economy as exists, should result in a slightly better use of monetary 
policy than will result if the Committee confines itself to making minor 
institutional recommendations designed to smooth the technical processes of 
expanding and restricting credit. It is probably unwise to sharpen a knife 
to give to a boy who does not know how to use it. 

Finally, I hope the Committee may recommend that there should be more 
continuous research done on the many problems by which it finds itself 
baffled: such research requires greater collaboration between the banking 
system, the Treasury, industry, and academic economists, than has hitherto 
prevailed. 


Nuffield College, 
Oxford. 
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EVERYTHING IS CONNECTED WITH EVERYTHING 
BUT SOME THINGS MORE CLOSELY THAN OTHERS 


By J.C. R. Dow 


The aim of this note is simple and short.1 As Mr. Ross has shown, the 
issues that can be discussed under the head of monetary policy spread deep 
and wide. This would be true of many other matters as well; and profitable 
discussion requires that it be limited to the essential issues. Mr. Ross’s 
discussion can I think be carried further: I agree with most of what he says; 
but it seems useful to consider more closely which issues are essential and 
which are inessential to discussion of monetary policy under present circum- 
stances. 

The ‘monetary system’ may be conveniently defined as institutions 
concerned primarily with borrowing and lending 7.e. the joint-stock banks, 
savings banks, discount and acceptance houses, the Stock Exchange, merchant 
banks, and the ‘ monetary authorities ’. The ‘ monetary authorities’ are the 
Treasury (in some of its divisions) and institutions constitutionally dependent 
on it, such as the Capital Issues Committee and the Bank of England, 
together in turn with its dependencies such as the Exchange Equalization 
Account: these constitute an inner ring within the wider complex of the 
“monetary system ’. 

The monetary system impinges on the rest of the economic system in two 
distinct ways: 

(i) First, the monetary terms on which loans may be obtained may be 
varied. Since the rate of interest is in part a ‘psychological’ phenome- 
non, this, in the short-run, may be a matter of the authorities playing 
on the market’s beliefs about the authorities’ intentions: in the longer 
run, it isa matter of adjusting the volume of money, in relation to 
national income. 

(ii) Second, the capital market being imperfect, the flow of funds at 
various strategic points may be subject to greater or less degrees 
of restriction (the main restrictions at present being over bank 
advances, capital issues, and the use of hire-purchase). 

Action on either line can be taken independently, e.g. bank advances can be 
restricted without restricting bank deposits or increased interest-rates; or 
the volume of money may be reduced, and long-term interest-rates raised, 
without rationing new issues.” 

I suggest that the questions involved in a discussion of monetary policy 
should be divided into three groups,* which though they have to be seen in 
relation to each other can be considered separately : 


1 Oblique apologies are due to the late G. Orwell for the title. 

2 Compare Keynes, Treatise, Vol. II, pp. 364-65. ote : : ; 

3 The following account of the ‘problems’ of monetary policy is, I believe, substantially 
the same as Mr. Ross’s; but for the reasons elabora 2d later, his second group of problems 
(concerning the economic effects of such policy) is divided into my groups (ii) and (iii). The 
question of the effect of interest-rates on international movements of short-term capital 
falls outside this scheme of classification. This does not mean it is not important, but it can 
conveniently be considered separately. 
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(i) First, the technique or monetary policy. The immediate object of the 
authorities may be considered as being to alter the behaviour of the 
monetary system in a way that will impinge on the rest of the 
economy, i.e. either to alter rates of interest, or to vary restrictions on 
borrowing. Some of the questions involved are familiar from recent 
discussion e.g. how are bank deposits best controlled? or bank 
advances? is funding required to do so; or directives to the banks? 
Some are less discussed, e.g. how much restriction of the volume of 
money is needed to raise the long-term rate of interest by a given 
amount? 


(ii) Second, what is the direct impact of monetary policy i.e. what classes 
of demand are immediately affected by interest-rates, or by restric- 
tions of borrowing; and by how much? 


(iii) Third, what are the secondary repercussions and hence the total 
effect on the behaviour of the economic system? If the level of 
demand is affected, this in turn may be expected to have some effect 
on price developments and some effect on the balance of payments. 


The second group of questions have (as Mr. Ross says) been unduly 
neglected. Questions of pure technique cannot properly be discussed (as 
they have been discussed) in isolation; for the desired economic impact may 
often dictate the technique to be adopted (e.g. the case for directives to the 
banks about bank advances depends on a judgement that restrictions here 
will affect investment or some other class of demand). 


It seems wise to try and draw a line between the second and the third 
group of questions, because first, the third group seems more difficult to 
answer than the second; and second, they are somewhat less essential zm the 
context of a discussion of monetary policy. 


The questions comprised under group (ii) are difficult in the sense that 
the facts are hard to come by. But it may not be too much to hope that if a 
representative sample of economists were locked in a room for one month 
with all the facts at present obtainable, they would not find themselves 
compelled to take radically different views on how the facts should be 
interpreted. 

The same is not true of the third group of questions. Economists, 
at present, have nothing like an agreed view on how the economic system 
responds to variations in the pressure of demand. We do not really know 
how much more slowly prices would rise if the level of demand were say 
five per’ cent lower—nor, consequently, haw much of the present rise in. 
prices is to be attributed not to demand but to the pushfulness of trade 
unions.! Nor do we really know very precisely how much the balance of pay- 
ments would be improved by such a reduction in demand. To get an agreed 
answer to such questions seems to require two things: (i) more research into 


Mr. Ross has kindly quoted my own views on this question. 
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the facts; (ii) time to consider the implications of the results. The facts are 
multifarious; and the issues complex: there can, surely, be no short-cut to an 
answer. 

This is no reason for avoiding all consideration of such questions, or 
postponing sine die the giving of advice useful to Government policy on 
these matters. But the discussion has to be on a different plane. This is less 
of a handicap than might seem. For, first, these matters are less closely 
related to monetary policy, since the latter is only one of the ways by which the . 
Government can affect them. Second, Government policy cannot be an 
exact process, for the objects of policy are various, and incompletely recon- 
cilable. The effects, for instance, of a reduction in demand in. bringing 
greater price stability have to be balanced against losses in output and employ- 
ment; and the balancing of such different effects against one another is a 
matter of political choice, not exact calculation. The choice depends in part 
on questions of fact, and it is better if the facts are exactly known. But even 
if the facts are only roughly known, an attempt can still be made to adjust 
policy in the right direction. 


These questions are, however, part of the day-to-day business of Govern- 
ment: the correct choice cannot be laid down in advance. They are, too, 
remote from the present state of debate about monetary policy: at present 
we are not agreed on the first steps of the argument. From detailed con- 
sideration of the ‘ first impact’ effects, it would I believe be possible to 
show fairly convincingly that monetary influences (in the sense defined 
above) have direct impact on a few sectors of demand only—demand for 
consumer durables; private housebuilding, and perhaps some other types of 
investment; and, possibly, investment in some sorts of stocks. If this is 
true, it follows that monetary policy should be used not to affect demand in 
general, but to cause variations in these particular kinds of demand, when 
it is these particular effects that are desired. If we knew what the direct 
impacts of monetary policy were, we would have defined its role as one 
among other of the main instruments of economic policy. 


Such a selective use of monetary policy is a more restricted role than was 
given it in the debates of twenty or thirty years ago.’ But there are perhaps 
good reasons for this. Earlier discussion was much concerned with cumu- 
lative processes of boom and slump in which a small initial change (such as 
in Bank Rate) could initiate large downward spirals in output and prices; and 
thus, directly and indirectly, have large effects. From the point of view of 
managing a full-employment economy, we now are interested only in the 
direct effects; cumulative processes, we must hope, will be stifled at birth. 
Moreover we are now concerned not with correcting gross departures from 
full-employment, but in bringing about relatively small and fine adjustments 

1 For instance, the Macmillan Committee proposed that Central Banks, working to- 
gether, should aim, ‘ to maintain the stability of international prices over both long periods 
and over short periods ’; and ‘ to maintain as much stability as possible in the rate of invest- 
ment and new enterprise generally, both at home and abroad.’ (Cmd. 3897, para, 306). 


/ 
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within the near-neighbourhood of full-employment. For such adjustments, 
a more refined and selective use of the instruments of policy, and more exact 
knowledge of their respective powers, is called for. 


National Institute of Economic and 
Social Research, London. 


THE CASE FOR MONETARY POLICY 
By T. Witson 


The article by Mr. Ross is essentially a skilful presentation of the case 
against the use of monetary policy. It will be one of the main tasks of the 
Radcliffe Committee to consider whether such arguments are sufficient to 
warrant the conclusion that no control need be exercised over the total 
supply of funds. For my part, I must confess that I do not find them con- 
vincing and I shall try to give my reasons by posing several questions. For 
the purposes of this article it will be assumed that the situation is inflationary. 
It is necessary to make this point because the debate about the usefulness, in 
such circumstances, of monetary policy, has become somewhat confused, at 
the time of writing, with a quite different debate about the possibility that 
inflation may give place to deflation. With his latter controversy I shall not 
be concerned. 

Should inflation be stopped? 

To some people the answer may appear so obvious as to make the question 
unnecessary ; but there are others who claim that inflation can be stopped only 
by checking the growth of output and that such a price is too high. To this 
extent one may doubt whether Mr. Ross is right in saying that ‘in present 
day conditions it is essentially the means and the techniques, rather than the 
objectives, of policy which are under examination’. On a short view, the 
inflationists’ case may appear attractive; on a long view, it involves the destruc- 
tion of the currency, a process that is likely to be accelerated as people cease 
to regard money, or any asset payable in current money, as a store of value. 
It is not easy to detect in Mr. Ross’s article much indication that he, for his 
part, is gravely perturbed by inflation. His comments on wage inflation are 
of particular interest: with full employment, trade unions are likely to press 
for high wages, and we do not know how much unemployment, brought 
about by credit restriction, would be necessary to give them pause. Does it 
follow that he is reconciled to continually rising prices? Undoubtedly it 
would be foolish to rely on credit policy alone—although Mr. Ross and Mr. 
Christopher Dow are both inclined, in my view, to underestimate the extent 
to which cost inflation has been caused by demand inflation.! Suppose, 
however, that these other methods are not fully successful and that demands 
well in excess of rising productivity are presented by the unions. Does it 
really help to try to conceal the conflict of plans in such a situation by depre- 
ciating the currency? A similar question must be asked about demand infla- 
tion. What object is served by allowing excessive demands to become 
effective? A strange habit of mind has been fostered by prolonged inflation 
and familiarity with a Keynesian analysis devised for very different circum- 


1 Mr. Ross refers to Mr. Dow’s article in Oxford Economic Papers, October 1956. 

An inflationary gap, may not lead directly to higher prices because demand and supply 
may not be brought together by charging more—.with a corresponding profits inflation— 
as the older theories assumed; that is to say there may be administered prices, queues and 
waiting lists. But demand inflation leads to increased demand for labour; wages are 
pushed above trade union rates and the unions are faced with a temptation to press for 
more that may be irresistible. 
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stances: the tendency to assume that it is natural to have a fully elastic supply 
of funds. From this point of view, credit restriction seems little more than a 
curious gadget imposed by old-fashioned people on the economic mechanism. 
The real question is not: What can we hope to get out of the restriction 
of credit? It is rather: What is the point, in full employment, of supplying 
funds for investment in excess of what people are prepared to save? Monetary 
policy is one way of making savings go round; it need not aim at lower 
investment and may even raise investment if it raises savings. I am aware 
that these are elementary points; it is all the more unfortunate that they 
should so often be forgotten. 


Are there easier alternatives? 

One of the most interesting developments of the past couple of decades 
has been the attempt to relate the budget to estimates of the national income. 
There has been no serious suggestion that the revival of monetary policy 
should involve the abandonment of functional finance, but it may be a useful 
supplement. Error or weakness may allow inconsistent claims on the nation’s 
resources to emerge and it seems commonsense to try to control not only 
demand but the supply of funds to back the demand. Monetary policy is 
not a bludgeon by which alone every conflict of plans can be forcefully ended. 
Its object is rather to prevent a weak-minded evasion, by resort to inflationary 
finance, of the fact that plans have not been harmonised. 

The opposition to monetary policy often reflects a nostalgia for subsidies 
and controls. The removal of old subsidies to which people have become 
accustomed may, indeed, lead to larger wage demands, especially if its effect 
on prices is demagogically exaggerated; this danger must be set against the 
budgetary economy. It is a different matter to suggest that new subsidies 
should be repeatedly introduced in order to stabilise prices in face of trade- 
union pressure at full employment; this makes no kind of sense. Similarly, 
a case for some controls may be conceded, but to propose a wide extension of 
controls over production and prices is to fly in the face of experience. Sup- 
pressed inflation rests on a form of deception that cannot be practised 
indefinitely, and the controls needed to enforce it are costly, cumbersome 
and unpopular. 

In view of the tendency in some quarters to suggest that any reluctance 
to use controls reflects no more than doctrinaire obstinacy, it may be in 
place to observe that it was a Bevanite, Mr. Harold Wilson, who made a great 
bonfire of controls when he was President of the Board of Trade. In his 
recent Fabian Tract, Post-War Economic Policies in Britain, Mr. Wiison 
makes the following comment on import controls: ‘ Import licensing can, of 
course, be remarkably effective in reducing overseas payments, but to use 
them on any scale, not only flies in the face of Britain’s recent overseas com- 
mercial policy, it would invite overseas retaliation against our exports.’ 

Monetary policy is said to be ‘ unselective’, but this is misleading for 
firms that are proving successful on the market are the ones that ten to be 

selected ‘ Indeed the outright rejection of monetary policy on the ground 
that it is ‘ unselective ’ amounts to nothing less than a rejection of the view 
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that consumers should directly influence production. To say this is not 
to deny that the operation of the capital market may need to be modified 
and even superseded in some respects. One of the most interesting questions 
for the Radcliffe Committee to consider is the scope for making monetary 
policy selective in different ways, even when it takes the form of dear money 
rather than the rationing of credit. It should also be asked whether, if some 
form of rationing is necessary, the rationing of credit may not be easier and 
less harmful than a widespread system of controls over commodities. Yet 
another question is the extent to which credit should be made dear instead 
of being rationed. What is often forgotten is that direct controls which 
allocate raw materials and the like by reference to consumption in a base 
period also tend to be unselective as between firms and to have a static bias. 


Has monetary policy failed? 

Two complaints are made: that dear money has caused stagnation, and 
that the policy has had no noticeable effect. The truth probably lies some- 
where between these extremes. It must also be conceded, I think, that it is 
possible to get the worst of both worlds in the short period if the authorities 
have a record of weakness and vacillation and the public does not believe 
that restraint will be maintained. Production may be damaged while prices 
rise, especially if, for other reasons, the unions are in a truculent mood. 
Moderate but sustained contrdl should be more effective. Can anyone 
suppose, for example, that the pound would have been in such danger at 
mid-1957 if the note issue had been allowed to increase only by roughly the 
same proportion as real output since 1951, instead of going up two-and-a-half 


times as much? 


Do interest rates matter? ; 

Again it is necessary to return to forgotten fundamentals. The object is 
to prevent, as far as may be, monetary expenditure from rising faster than 
real output by preventing an inflationary expansion of the supply of funds. 
If this aim is achieved inflation must stop, and the dearness of money—if it 
is not rationed—will reflect the scarcity of savings. In this connection it 
seems surprising that Mr. Ross should lay so much emphasis on the pre-war 
findings of the Oxford Research Group. That these need to be qualified, 
even as an interpretation of pre-war experience, has been stressed, and their 
relevance to a period of inflation is far less than Mr. Ross implies. Admittedly, 
a more recent enquiry has indicated that only a minority of firms admit 
that they were affected by the recent credit squeeze; but this may imply 
no more than that rates were too low to reflect the scarcity of savings." 


1 Qn the limitations of the pre-war enquiry, see the articles by H. D. Henderson and 
R. S. Sayers in ‘ Oxford Studies in the Price Mechanism ’ (Wilson and Andrews). The post- 
war enquiry is described by H. F. Lydall in ‘ The Impact of the Credit Squeeze on Small and 
Medium Sized Manufacturing Firms’, Economic Journal, Sept. 1957. F 

In commenting on the responsiveness of investment to higher interest charges, Mr. Ross 
observes ‘ that the hundred or so largest companies in the country are responsible for a large 
proportion of investment, that a large part of the investment is financed out of undistributed 
profits, and that at least most of the larger companies can be expected to have at their 
disposal substantial financial reserves.’ But (i) investment is not inflationary in so far as 
it is financed out of current savings and need not, therefore, be discouraged; (ii) it is not 
true to say that ‘ most of the larger companies ’ are in a position in 1957 to finance much of 
their investment from past savings now held in liquid form. 
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Why has the policy not been made more effectivet* 

The Government has displayed a lack of resolution that can only partly be 
excused by reference to the inescapable uncertainty about future trends and 
the measures needed to deal with them. There has also been technical 
confusion of which the worst feature has been an excessive preoccupation 
with the levels of deposits and advances. It is not too much to say that the 
inflation of the past decade has been possible only because of the preceding 
period of suppressed inflation coupled with Dr. Dalton’s unfortunate experi- 
ment in ultra-cheap money. For the economy was left with vast liquid assets, 
and much the greater part of the subsequent expansion in monetary expendi- 
ture has reflected a steep rise in velocity rather than an increase in the amount 
of deposits. Rising velocity admittedly could have been offset by a cut in 
deposits, but a readiness to accept the implications for public finance would 
have required a more strong-minded Government. Much has been said 
about the effect of the floating debt on the Government’s ability to control the 
banks. What was probably more important was a reluctance to accept the 
implications for the Government’s own debt policy of a serious attempt to 
contract deposits. It may have been this rather than the difficulty of bringing 
the banks to heel that has really mattered. 

It is sometimes suggested that dear money encourages dishoarding by 
offering a greater reward for parting with liquidity. This reasoning reflects 
a not very intelligent use of a Keynesian diagram. In fact dear money helps 
in two ways: a high deposit rate encourages liquidity, and the sale of govern- 
ment bonds absorbs funds. Indeed it is not easy to see how long-term money 
could be kept cheap except by open-market purchases which would clearly 
be inflationary. 

Although monetary policy has been half-hearted, it does not follow that 
nothing has been achieved. Deposits have at least been prevented from rising 
very much—only about 5 per cent between 1951 and 1957. The ratio of 
deposits and cash to gross product is now far lower than in 1947; it is lower 
than it has been for the past quarter of a century and perhaps for a much 
longer period. The Radcliffe Committee is therefore assessing the possibilities 
of monetary policy at a time when conditions are becoming increasingly 
favourable to its use. It is important that this fact should receive full weight 
in assessing the evidence placed before it. 


1 My views on the technical issues have been set out at greater length in ‘ The Rate of 
Interest and Monetary Policy ’, Oxford Economic Papers, October 1087. Cf. also the con- 


fans paragraphs of my article, ‘ Science and Industry ’ (Lioyd’s Bank Review, October 
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COST INFLATION 
By F. A. BurcHarDt 


This note is concerned with the role of monetary policy in an economy 
where fairly full employment is an accepted goal. An economy kept very 
near to this level will at times tend to overshoot the mark and produce over- 
full employment or ‘ excess demand’. No simple definition for these ex ante 
terms is possible. The existence of changes in excess demand may be gauged 
from a combination of indices such as the ratio of vacancies to job seekers, 
the lengthening of order books and delivery dates, the degree of overtime 
work, the pressure of imports after allowing for stock variations, and similar 
physical measures. A slight deficiency in demand would be shown by such 
symptoms as under-utilisation of capacity, short time working, a slowing 
up of productivity growth and so forth. In other words, the pressure of 
demand is measured in real terms, of physical resources under-utilised or 
over-stretched. 

If the purpose of monetary policy is to remove ‘ excess demand ’ one or 
more pulls on the rein of credit should produce results (provided expenditure 
directly controllable by the Government is not increased, and there is no 
unforeseen rise in the balance of payments). The results may not appear as 
quickly as before the war and may not be very strong. The economy is now 
better cushioned against restrictions from above, liquidity of businesses is 
higher, order books are long, investment plans have a more distant horizon, 
and the belief that really bad times are round the corner is, to say the least, 
weakened. A tightening of credit may well produce after a time some slack 
in the system, unused capacity in a number of industries, and if not a decline 
in output at least a retardation in its rate of growth. The effect on output 
seems to be greater than on employment, hence output per head also tends 
to fall or cease to grow. As the Government has direct control over a sub- 
stantial part of investment and national expenditure, monetary measures can 
if necessary be reinforced by fiscal measures. Post-war experience has 
demonstrated that small variations in effective demand around the full 
employment level can be made without pushing the economy into a downward 
spiral. The slowness of response to which we referred above may be trouble- 
some from the point of view of governments anxious for quick results, but it 
may well be that it is an indicator of growing stability of modern economies, 
and as such is not wholly unwelcome. 

The removal of excess demand does not, however, necessarily restore 
equilibrium in factor prices or in the balance of payments, and it is much 
more doubtful whether monetary policy should play the major role in dealing 
with cost inflation and balance of payments crises. 

Money rewards to factors may tend to rise faster than productivity, even 
if there is no excess demand for real resources. One can, of course, define 
equilibrium as that level of demand at which there is sufficient slack in the 
system to prevent factor prices from rising faster than productivity. Opinions 
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differ about the degree of unemployment which would bring about such a 
situation, and experiences of other countries are not entirely relevant because 
their social and‘economic environment is different. If a statistical unemploy- 
ment of, say, 5 per cent on the average would be sufficient to prevent factor 
prices from rising faster than productivity, and if it could be assumed—a 
highly dubious assumption—that productivity changes and investment plans 
were unaffected by the degree of under-employment, the economic cost of 
such a stabilisation policy would be equivalent to a oncésfor-all loss of 5 
per cent in output, or to forgoing the fruits of two years’ normal growth. 
The economic costs will be higher if productivity grows at a slower rate at the 
lower level of capacity utilisation than at the higher level, either because 
investment is retarded or because labour adopts more restrictive practices. 
There is little doubt that a really tough monetary policy could by itself, or 
if desirable supported by retrenchments in the public sector, reduce the 
utilisation of resources to this level. But nobody can have much confidence 
in stating at what level of employment this would occur. Unemployment 
may well have to rise to 8 per cent or more, and may have to stay there for 
some time—a time long enough for expectations and attitudes of employers 
and employees to change substantially—before factor incomes and stagnating 
or possibly declining productivity are brought into equilibrium. Governments 
nowadays can hardly survive a tough policy of this kind, and because of the 
uncertainties about the severity of deflation required, will hardly pursue it 
consistently. 

Cost inflation is regarded as undesirable internally because it produces 
unplanned real income losses to fixed income receivers or slow income adjus- 
ters,! and externally because it will, if other countries are less exposed to cost 
inflation (because productivity rises more or wages rise less), lead to a decline 
in exports and hence balance of payments difficulties. 

If it is accepted that cost inflation should not primarily be cured by hold- 
ing the economy well below the full employment level, what can be done to 
achieve a reasonable degree of price stability? If our export prices rise 
consistently more than those of our competitors, a devaluation of the pound 
will become inevitable, but any devaluation will provide a new stimulus 
to the cost inflation by making imports dearer. Infrequent devaluations may 
be regarded by some as a lesser evil than prolonged deflations, but they still 
remain an evil. It has therefore been suggested repeatedly that methods 
should be found to bring some elements of the cost inflation under more 
direct control, and usually the control of wages has taken pride of place. 

Money wages have been rising faster than productivity, and it seems 
virtually impossible to push productivity up by improved methods and higher 
investment so as to match the prospective rise in wages. If the economy has 
to adapt itself to a 3 per cent real rate of growth, real incomes for all factors of 
production cannot rise faster, although some factors or sectors may gain 


* There is no evidence yet that cost inflation has led to a fall in the savings ratio of 
f -Tsons or corporations. 
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at the expense of others. The excess rise of mouey payments to factors over the 
real rate of growth results from the uncoordinated individual or collective 
bargaining by sections or sectors about their money rates of pay. The beggar- 
my-neighbour game is part of the competitive system and deeply ingrained 
in the social institutions of the country. It is a formidable task to design 
institutional procedures which would convert bargaining in money terms 
into real terms. Bargaining about the division of real income involves ex ante 
decisions about all the crucial economic magnitudes: about present and 
future consumption, about the level and direction of government expenditure 
and the tax structure, about absolute and relative prices and hence profits, 
and about the shares of individual groups and sectors. Clearly this is bargain- 
ing writ large. Decisions which are taken partly by the government, partly 
by business, partly by private individuals or groups of individuals, would 
have to be brought into harmony. This is not easy, but something not far 
short of it is implied in any attempt to get one sector of the community, say 
the trade unions, to strike their bargains within the framework of full employ- 
ment and price stability. A synchronisation of future claims (ex ante or 
ex post) would, of course, show up the futility of demands in excess of pro- 
ductivity changes very soon. But claims are sufficiently staggered over time 
to make short-period gains real, and the unions have traditionally separated 
industrial bargaining from political bargaining about taxation and government 
expenditure. 

Stressing the theoretical and practical difficulties of reconciling money 
reward with real incomme changes should not be taken as a pretext for 
abandoning the attempt. Progress may be slow, as so many factors 
are intertwined. One preliminary and important step would be the 
much talked about internal rationalisation of the wages structure within 
individual industries (e.g. engineering) along lines introduced success- 
fully by, say, the coal or jute industries. A second step may well be to reduce 
the staggering of the demands for pay increases by asking all or the major 
negotiating bodies to submit and settle their demands in a particular season 
of the year. This would help to reduce the leap-frogging of wages and the 
incentive to play the beggar-my-neighbour game. It should be possible, 
with present research methods, to demonstrate to all concerned the impli- 
cations of their pay rise for the price of the products of their industry for 
the general price level of consumer’s goods, and for exports. Bargaining 
on a different level about the scaling down of bargains struck in money terms 
to bring them in line with real product changes can then begin. It may well 
be found, when such a scheme is first tried, that a sufficient scaling down of 
demands to match expected productivity changes is not politically possible. 
In order to give the scheme a chance it may be necessary to grant part of the 
population real income increases in excess of average productivity changes by 
redistributing income through taxation and expenditure. This cannot be 
done year after year, but it can perhaps be tried for long enough to make 
this multi-stage bargaining an acceptable practice. 
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Such methods for mitigating cost inflation cannot be evolved very 
quickly ; mutual education and understanding will take time. And until then 
resort to rare currency adjustments may prove the easiest, though not the 
most equitable and rational solution to the pressure of cost inflation. 

If there is some sense in differentiating the role of monetary policy with 
regard to demand inflation, cost inflation and balance of payments crises 
(which may arise from causes little connected with demand pulls and cost 
pushes in the U.K.) its tasks and uses appear to become more limited and 
subordinate. It can always be used as a supporting weapon (e.g. in a short- 
period defence of a given rate of exchange); it is suitable, in conjunction with 
a fiscal policy pulling in the same direction, to manipulate small, and probably 
slow, variations in aggregate demand; but it should not be called upon to 
bear the brunt of the battle of cost inflation or of the defence of exchange 
rates, if that implies prolonged deflation. The excess rise of money payments 
to factors can, if substantial losses of output and considerable unemployment 
are to be avoided, be dealt with only by setting up new administrative machin- 
ery for collective bargaining in the widest sense, or by (one would like to 
hope) infrequent currency adjustments. 


Magdalen College, 
Oxford. 


A RECONSIDERATION OF MONETARY POLICY 
By Pau STREETEN and THOMAS BALOGH 


1. The reduced impact of interest rate changes. 


It is now generally recognised that for a number of reasons the effective- 
ness of changes in interest rates is reduced in present conditions. Amongst 
these the following may be listed: 

(a) Parts of the public sector have been at certain times and could be 
again regarded as more or less immune from the impact of monetary policy. 
Such immunisation reduces the area into which monetary policy can bite.. 
Alternatively, if it is intended to reduce investment in the public sector, more 
direct methods than monetary policy are available. 

(5) The fiscal impact of higher interest rates works in the opposite direc- 
tion to its monetary impact: Higher interest payments on the national debt 
raise government expenditure while higher deductions from income for tax 
assessment lower tax receipts (although this is partly offset, after a time-lag, 
by higher tax receipts from higher profits of financial institutions that lend.) 

(c) It would appear that since interest payments are deductible for tax 
assessments, and since tax rates are higher than they used to be, the effective- 
ness of any given change in the rate of interest upon the demand for investible 
funds is reduced, except when increases take the form of capital losses which 
are not deductible. If it is absolute changes in the percentage rewards 
expected that determine investment decisions, this argument holds, but not 
for proportionate changes in these percentages. Suppose a firm earns 
12 per cent and pays interest at 4 per cent, making 8 per cent profit. If 
the rate rises from 4 per cent to 6 per cent the profit goes down from 8 per 
cent to 6 per cent, i.e. by one-fourth. If, however, tax is paid at the rate of 
50 per cent, profit after taxation and interest deduction is initially 4 per cent. 
Let the rate of interest rise again from 4 per cent to 6 per cent. Net ptofits 
are now 3 per cent. The same rise in the rate of interest as in the tax-less 
situation has reduced the rate of profit by only 1 per cent instead of 2 per cent. 
If the firm looks at the proportionate reduction, the impact is the same for the 
situation in which there exists a tax as that in which there is none: profits are 
down by one quarter. But if it is the absolute percentage reduction that 
matters, the impact is weaker. 

(d) Periods of write-off in industry are now in many cases five years or 
less, and in the majority of cases ten years or less. Customary variations in 
interest rates can play only a reduced part in influencing investment decisions 
when expected rates of return, inclusive of risk premia, lie between ten and 
twenty per cent p.a. 4 

(e) For a number of reasons our tax structure, and economic conditions 
generally, encourage risky projects and projects carried out by established 
and large firms. In particular, the fact that depreciation, which, of course, is 
a capital loss, can be set off against income for tax assessments, while capital 
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gains remain tax free encourages risky investments. On the other hand risky 
investments and investments done by established and large firms are least 
sensitive to interest changes. It follows that those types of investment which 
are least responsive to monetary policy have been playing an increasing part 
in total investment. 

As a result of these five factors the power of monetary policy to affect cost 
calculations is greatly reduced. If it still exercises substantial power, it cannot 
be by the orthodox mechanism of eliminating the least profitable investment 
projects, but it must work through a change in business expectations. To 
some extent such a change in expectations following upon changes in the 
rate of interest arose in the past from previous experience of the effects of 
monetary policy on the demand and supply of investible funds. A wide- 
spread conviction that credit restriction would work justifies a rise in interest 
rates, even though the rise by itself would have been insufficient to effect 
contraction. 

But if this is true two things tollow which cast doubt on the efficacy of 
monetary policy and, where efficacious, on its desirability, or at any rate its 
practicability. 

First, unless all entrepreneurs react identically to changes in expectations, 
monetary policy does not discriminate between potential investment projects 
according to their social urgency. Reactions from a general growth of 
pessimism will be neither based on adequate knowledge of relevant facts, nor 
confined to the most distant output or to the elimination of projects with the 
lowest social returns. 

Secondly, the authorities are faced with a disagreeable choice: They can 
either be tough, allowing a cumulative downward movement, increased 
unemployment or under-employment and loss of production (and of votes). 
Or they can firmly commit themselves to maintaining full employment and 
therefore to offsetting any deficiency in aggregate demand. In this case, 
however, they give back with one hand what they take with the other. 
Expectations will be deprived of their sting if businessmen know that full 
employment will be maintained. True, small competitive firms may be hit 
(see below), but the sales which they lose will be gained by large oligopolists. 
Total investment need not shrink. 

There is an interesting sentence ir the Economic Survey, 1957, which is 
relevant to the present discussion. 


‘ 


_‘ .. + by foregoing increases in consumption and production and 
simultaneously encouraging exports the nation secured a substantial 
improvement in the current balance of payments.’ (Our italics.) 


The interest of this passage in the present context lies not in the relation 
of exports to domestic activity, but in the argument that by foregoing not 
merely consumption (which is obvious) but also general production, we can 
increase resources available for a specific purpose. On the face of it this 
would seem to be absurd. It makes sense to cut consumption, to produce all 
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we can, and to export the difference. But how, by foregoing production, by 
allowing machines and men to lie idle, can we raise exports? 

A possible defence of the reasoning underlying the sentence in the Survey 
may go like this: Our pattern of production was wrong. There were orders 
in excess of what we can supply in the export trades, but too many men in 
trades catering for domestic consumption. If we cut domestic demand and 
peoduction we set labour free to satisfy the excess demand in the export 
sector. Statistically, this will appear, at first, as a decline in production 
because the transfer of resources takes time. But economically, it is the way 
to ultimately greater production. 

Would this argument support the case for a deflationary monetary policy 
which causes temporarily unemployment or under-employment in order to 
induce resources to move into lines where there is excess demand? If these 
lines are productive investment, could it even be argued that high interest 
rates which reduce total output ultimately increase investment? 

But if our argument is accepted and monetary policy works less through 
changing cost calculations than-through changing business expectations of 
future demand, there is no reason why the reduction in expenditure, laying 
off of workers and redeployment of resources should be in any sense 
correct. Even if underemployment or unemployment were economically 
justified on the above reasoning, monetary policy would not be the right 
method to employ, first because its impact would be indiscriminate, and 
second because it would have to overshoot the mark in order to register at all. 


2. Monetary Policy and Inflation 

The following measures have traditionally been considered to result in a 
reduction in aggregate demand: 

(1) Money wage increases 

(2) Increase in Profits taxation 

(3) Increase in interest rates. 

Keynes showed that a rise in money wages need not lead to a reduction 
in total demand. The traditional argument was based on a fallacious extension 
of partial equilibrium analysis. 

Several authors have pointed out that higher taxation may, in certain 
- conditions, raise or at least not reduce, excess demand. In particular, a 
profits tax can be passed on in the form of higher prices. If the government is 
determined to maintain full employment, aggregate demand will not be 
allowed to suffer. 

The operation of interest rates in a fully employed economy has not been 
re-examined to the same extent. According to the textbook, the marginal 
efficiency of capital (rate of return over costs) is compared with the rate of 
interest. If the latter rises and the former remains unchanged, some projects 
become unprofitable, with a consequent curtailment of expenditure. ; 

But in certain conditions businessmen can pass on interest rates, like 
any other cost item. These conditions are: 
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(1) general confidence in the government’s determination to maintain 
full employment; 

(2) in oligopolistic conditions confidence that rivals will raise prices 
when interest rates rise, but not unless interest (or some other cost 
item) rises; 

(3) in monopolistic conditions confidence that when prices are 
raised sales will not fall off. 

Professor Hicks has suggested that instead of being on a Gold Standard, 
we are now on a Labour Standard. If the value of money is fixed in terms of 
gold, a rise in money wages, like a rise in any other cost item, will reduce total 
expenditure. If the value of money is fixed in terms of labour, wage increases 
are passed on in higher prices. The monetary system adjusts to the change 
in wages rather than the other way round. By an extension of Professor 
Hicks’ argument, we can say that if the value of money is fixed in terms of all 
cost items, any increase in money costs is passed on. The whole economy 
is put onto a cost plus basis. Modern governments are reluctant to raise 
interest rates to the extent required to destroy confidence. But within the 
‘ permissible ’ or practicable range of variations total money demand does not 
missible’ or practicable range of variations total money demand does not 
depend on the supply of money. A rise in the velocity of circulation and the 
use of substitutes for cash can offset, and more than offset,” any reduction 
in the quantity of money. And although the running down of cash balances, 
the sale of assets, and borrowing, are more costly and more difficult when 
money is dear, sales expectations in terms of money have risen. As a result, 
expenditure is not discouraged. 

In a situation in which the level of prices is no longer determinate, the 
question arises why do businessmen not raise prices in any case, irrespective 
of cost increases? This can be explained in a variety of ways: firms may not 
want to maximise their profits but aspire only to ‘ fair ’ profits; or oligopolistic 
codes may interpret only cost rises as invitations to price rises; or the weights 
attached to short-run and long-run maximisation, which interact, may shift 
as a result of cost increases; or certain fears such as angering consumers, 


1‘ Economic Foundations of Wage Policy ’, Economic Journal, September 1955. 
. s Wee the supply of cash is reduced, the same or a larger volume of transactions can be 
nanced— 
(i) through greater economy of reserve balances; 
(li) extended use of non-bank credit arrangements; 
(iii) re-allocation of production from small firms to large firms, thus transforming inter- 
firm cash payments into intra-firm book-keeping entries. " 
The redistribution of income from slow-income spenders who receive payments quarterly 
to rapid spenders who receive them weekly will also tend to offset the deflationary effects of 
reduced supplies of money. The role of the velocity of circulation in financing inflation 
since the revival of monetary policy is illustrated by the following figures: Since 1952 gross 
national expenditure has risen by 30/per cent, real product by 13 per cent, bank deposits 
by only 5 per cent, and the income velocity of deposits therefore by 24 per cent. This is 
confirmed by the fact that cheque clearings between banks have increased by over 50 
per cent. Far from having reached a limit, this process has been accelerating in the last 
year. In September 1957 cheque clearings were 13 per cent higher than in September 1956 
compared with an increase of only 8 per cent for the first nine months of this year ; 
_ In view of these facts and of the literature on the subject, the recently regained faith in 
primitive versions of the quantity theory is both surprising and disturbing. 
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tempting new entries, inviting government investigations or provoking wage 
demands, may be weakened by the cost rise. 

To simplify matters, we shall consider administered prices irrespective of 
the reasons or rationalisations for their being below the short-run optimum 
level. 

A system of administered prices operates differently from one in which 
prices are determined by the textbook canons of profit maximisation. If 
demand exceeds available supply at current (administered) prices, these do 
not rise, but if firms have been working at full capacity, order books lengthen. 

If interest rates rise such firms can raise their prices without loss of sales. 
And since sales do not suffer there is no reason why they should curtail 
investment plans. 

Against this it may be argued that though sales do not fall, excess demand 
is reduced. And if investment plans are geared to the length of order books, 
these plans will be cut down. Thus high interest rates may not have a visible 
effect upon sales or investment, but by reducing excess demand they promote 
monetary equilibrium. 

Whether this is so depends, however, on the behaviour of money incomes. 
We have assumed that the initial situation is one of excess demand. Interest 
goes up, prices go up. The money incomes, in the first round, buy less. Since 
they were excessive before the rise, they are now brought nearer to equality 
with available supplies. Let us assume that the initial excess demand was 
such that the rise in prices is just enough to make money incomes absorb 
total supply. In the first round, defined as the period in which last pericd’s 
income is spent, but before income earned in the current period is spent, 
equilibrium will have been established. 

In the second round profits are roughly the same as before. Some people 
have now higher incomes as a result of higher interest receipts, but some have 
suffered capital losses. Many interest payments are made to institutions, 
including the government, whose expenditure does not rise with interest 
receipts. On the other hand, tax receipts have fallen in so far as more interest 
charges are deducted. If money wages stay put a rise in interest rates may thus 
have some lasting disinflationary effect. 

But this is hardly likely to happen. If money wages are geared to the cost 
of living, the interest-induced price rise will lead to wage demands and money 
incomes will rise. It is probably true that many items that enter directly 
into the cost of living (e.g. food) are produced in competitive conditions and 
their prices are not administered. But indirectly and after a time a rise in 
prices will lead to wage demands. In these conditions, the ‘ fine and delicate 
instrument ’, far from eliminating the least desirable projects, merely adds 
another twist to the spiral. It could only work if used as a sledge hammer, by 
cracking the boom spirit. And this in turn means serious bankruptcies and 
unemployment. 


1 See Paul Streeten, ‘ Some Problems Raised by the Report of the Royal Commission on 
the.Taxation of Profits and Income,’ Bulletin of the Oxford University Institute of Statistics, 
November, 1955, pp. 322-325. 
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Interest rate policy is accompanied by credit rationing, which has a 
similar effect as higher interest rates in a system of administered prices. If a 
firm cannot get the credit it wants from the banks, it falls back on internal 
finance. If that is insufficient, it can augment it by raising prices. We have 
seen that it need not fear sales reductions in these circumstances. 

The same conclusiors can be reached by a slightly different route. 
According to the textbooks, the level of investment is determined by the 
intersection of the schedule of the marginal efficiency of capital with the 
interest rate. A rise in the rate of interest will reduce investment if the 
marginal efficiency schedule does not shift. But for oligopolists and mono- 
polists with confidence in full employment the marginal efficiency schedule 
in terms of money may shift to the right when interest rates are raised and 
when credit is rationed. The analysis is parallel to that of the demand for 
labour and a rise in wage rates, except that the outward shift is not (or not 
largely) due to the higher expenditure of interest receivers, but to the optim- 
ism of entrepreneurs, in conjunction with administered prices that lie below 
the equilibrium. 

If the authorities are not willing to push restriction to the point at which 
the cost-price spiral stops, the cutting edge of monetary policy will be com- 
pletely blunted. Interest rates may be successively raised within the ‘ safe’ 
range, without ever coming down. Money income and its distribution can 
accommodate themselves to the rising interest rates. 

In view of Britain’s change from an international creditor to a debtor on 
short-term account, such a continued rise of interest rates would cumulatively 
weaken her current foreign balance and the Sterling Area terms of trade. The 
consequences of this ratchet process of spiralling interest rates on the inter- 
national position of London must be detrimental. Foreign countries, especially 
the poor dependent areas which have been induced or forced to invest in 
Britain, will become increasingly/bitter and international confidence in sterling 
will be undermined. 


3. Monetary Policy and Concentration 

Besides being ineffective as a weapon against inflation, high interest rates 
and credit rationing discriminate in favour of the large and against the small 
firm. 

(i) Price administrators are usually oligopolists or monopolists. They 
can pass on higher interest costs, whilst smaller firms working in more 
competitive conditions will be hit. 

(i) Credit rationing hits the least credit-worthy. But large firms are more 
credit-worthy because they can pass on cost rises.1 Moreover, if 
credit is cut off, they can raise capital by raising prices. 

’ For a similar reason the view that a discriminatory tax on distributed profits promotes 
concentration more than a flat rate is fallacious (.Cf e.g. E.C.E. Report for 1955, N. Kaldor, 
An Expenditure Tax and the Final Report of the Royal Commission on the Taxation of 
Profits and Income). Competitive increases in the distribution of dividends which would 


follow trom the abolition of discriminatory taxation would result in some diminution of 
savings (assuming the total yield of profits tax to remain the same). Even in the most 


[Footnote continued on opposite page 
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The effect of this discrimination is to promote the sector in which prices 
are administered at the expense of the more competitive sector, thus contri- 
buting further to the frustration of monetary policy. 


4. Monetary Policy and Money Wages. 

It is sometimes said that these difficulties arise only because we are not 
ready to accept the unemployment that would be needed to keep wages and 
prices stable. We shall attempt to show that his line of argument is not 
necessarily valid. Deflationary measures that reduce investment to the point 
where unemployment rises may aggravate rather than solve the problem of 
inflation. 

One of the factors controlling money factor-rewards (referred to as 
wages, though the analysis need not be confined to the returns to labour), is 
what people regard as ‘right’ or ‘ proper’ levels either of money or real 
wages. People may come to regard as right not merely a given level of real 
wages, but a given rate of increase. 

If Yyis the full employment, and Y the actual, level of national product 
(in some suitable index-number sense) at any time, and if w and 2 are the 
proportional rates of increase of money and real per capita incomes, we get a 
model on the following lines. If productivity is constant, 


w —a—b (GS ih where a and 3 are positive constants; 
Ji 


Y;—¥Y is obviously related, even if not actually proportional, to the pro- 
portion of unemployment at any time. The expression shows that at full 
employment money wages tend to increase at a rate which depends on such 
factors as trade union strength, the prospects of immigration from abroad or 
from backward sectors of the same country, and peopie’s experience of past 
levels of employment. 

If, on the other hand, productivity is increasing while the proportion of 
unemployment is constant, then if people try to secure a proportional rate of 
increase of real wages equal to y via money wage increases, except to the 
extent that prices fall, we get w=y—kz where k is the proportion of pro- 
ductivity increases which is reflected in decreasing prices rather than increases 
in payments to factors. The size of y will depend on what rate of increase 
of real income people regard as ‘normal’; e.g., y might be equal to the 
average value of z over the past ten years. Putting the two halves of this 
model together, we get 


y= 
w = (aty) — b(-E)— ke 
f 


e continued from opposite e] 

ae conditions not vt ere # each pound of extra distribution will be saved. But 
if total savings are diminished and if the advantage of large firms in the capital market is as 
great as or possibly greater than in accumulating ploughed-back reserves, an increase in 
the distribution of dividends is at least as prejudicial to the small firm as the differential 
tax. The view criticized implies that the degree of imperfection in resource and product 
markets is greater than in the capital market. This is not obviously true. ; 

1 The following section uses material from an article by J. Black and P. Streeten in 
Economie Appliquiée, Se6t. 1957. 
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where (a+) and 6 are positive constants. These relations might well not be 
linear, but they isolate the level of employment and productivity increases as 
factors determining w. 

Such a tendency to wage-cost inflation may mean that a country has to 
choose between the counter-action of cost-inflation by demand-inflation on 
the one hand, and a higher proportion of unemployment, or faster produc- 
tivity increase on the other. Monetary policy may reduce w by reducing Y. 
But quite apart from the desirability or feasibility of such a policy, it is 
likely to include a reduction in investment. This would affect adversely 
the future growth of productive capacity, and thus to increase the discrepancy 
between the rates of ircrease of real wages which were possible, and those 
which people regarded as ‘ adequate ’, which was the factor that made the 
deflation necessary in the first place. 

On the other hand, a cut in investment while full employment is main- 
tained is likely to reduce kz and again to wdien the gap between possible and 
“ adequate ” wage increases. 

The analysis suggests that both a ‘ tough ’ employment policy and invest- 
ment cuts may be self-defeating as methods of combatting inflation. 


5. Monetary Policy and Investment 

If it is accepted that there is an autonomous tendency for money wages to 
rise every year, the only way to prevent price inflation is to secure a rate of 
increase of wage goods sufficiently high to meet the rising demand. Policy 
must therefore aim at a high rate of growth of production, while keeping the 
expansion of consumption expenditure within the limits of the autonomous 
wage rise. The rate of productive investment is admittedly only a crude guide 
to the rate of productivity increase, but it is probably the best one available. 
The application both of new inventions, techniques, etc., and of existing ones 
to backward firms, usually requires investment, although clearly not all invest- 
ment contributes equally to growth. At the same time, even with given tax 
rates and savings rates any rise in national product generates a substantial 
addition to (private and public) savings. If this addition is inadequate to 
contain inflation, it is always possible to raise tax and savings rates without 
reducing the investment that generates the desired rate of growth. 

Let Y = real national product.! 

Y, = disposable income in real terms = Y — taxes. 


I = investment 

C = consumption 

G = government expenditure 

t = an index of the cost and availability of funds for investment 
purposes. 

m = a parameter indicating the degree to which the tax structure is 


income distributing towards wage earners and, possibly, 
harmful to investment incentives. 


aS P. A. Samuelson’s paper in Federal Tax Policy for Economic Growth and Stability, 
p. 234. 
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The tax structure T = T(Y,m). 
Then: Y = C(Y,,m) + I(Y,1,m) + G, where Y, = Y — T(Y,m). 


Assuming first money wages to be constant, there will, for any given leve 
of G always be a level of 7 and a level of the tax function T that combine any 


desired ratio ofS with full employment without demand inflation. Since a 


high Investment-Income ratio is the long-term answer to autonomous 
demands for wage increases, a sufficiently low 7 must be combined with 
sufficiently high taxes on consumption. But if there are autonomous demands 
for wage increases, inflation is still a threat in the short run. Within certain 
limits, these demands can be met by a redistribution towards wages. Such 
redistribution would have to be offset by higher taxation of other incomes and, 
if a greater proportion of those would have been saved, by a larger budget 
surplus. There is no dilemma between growth, stability and redistribution. 
In the long run a high rate of growth promotes price stability; in the short run 
demand inflation can be contained through taxation, and a certain rate of 
wage inflation through redistribution. The compatibility of these goals 
obviously says nothing about their political desirability. 


Balliol College, 
Oxford. 
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BANK RATE REFORM AND THE IMPROVEMENT 
OF MONETARY STATISTICS 


By Harry G. JoHNson 


No-one will disagree with the guiding theme of Mr. Ross’s introductory 
essay, that it is the ultimate influence of monetary policy on effective demand, 
rather than its proximate influence on money supply, interest rates, advances 
and so forth, which is the fundamental problem on which factual information 
is required before any judgment about the role of monetary policy in general 
economic policy can be arrived at. Nevertheless, since the Radcliffe Com- 
mittee has neither unlimited time nor unlimited staff, and since it was 
appointed ‘to inquire into the working of the monetary and credit system 
and to make recommendations ’ rather than to hold an inquest on Conserv- 
ative economic policy or to find the cure for inflation, it will most likely find 
it necessary to confine itself to the less ambitious but still ample task of 
finding out how the financial sector of the economy works, what the tech- 
niques of monetary policy are, and how well they work in securing their 
monetary objectives—though useful information on the matters Mr. Ross 
thinks important should come as a by-product. 


I 


The major technical issue towards which the Committee should direct its 
attention, and the one which in one form or another underlay the dissatis- 
faction which helped to bring the Committee into being, is the question 
whether Bank rate is an obsolete instrument of monetary control, which 
ought to be replaced by a more modern technique or combination of tech- 
niques. There are good reasons for thinking that many of the characteristics 
of what the Committee’s predecessor described as ‘ a delicate and beautiful 
instrument ’ are ill-adapted to the post-war environment of monetary policy, 
and the evidence of the past six years’ experience needs to be sifted to dis- 
cover how substantial the defects are, and what improvements may be 
feasible. 

In the first place, the aura of inscrutable secrecy surrounding Bank of 
England policy, of subtle stirrings in the market and of suave shifts in the 
rate, has begun to fade rather sadly on both its internal and its external 
exposures. Foreigners no longer seem to believe, if they ever did, that 
whatever the Bank does proves that it has the situation splendidly if incom- 
prehensibly in hand; and even natives have had to have the moves of the 
game explained to them—no mean job, when a rate reduction is a step to 
tightening credit. Moreover, it has become less of a secret that the Bank of 
England contains divisions of opinion, and that its policy changes as the 
balance of power shifts. There may now be little to lose, and possibly much 
to gain, by fuller public explanation of the intentions of Bank of England 
policy moves, and more open and public discussion of the issues and alterna- 
tives of policy. On this point the Committee should both subject the 
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monetary authorities to a searching examination of present practice, and 
take evidence from both the domestic and the foreign financial community, 
including representatives of more forthcoming central banks. 

In the second place, the Bank rate method of controlling money by 
(initially) fixing the price, rather than the quantity, of bank credit has 
technical drawbacks which become particularly acute when the asset against 
which the central bank will supply credit at its price is in inelastic supply—~ 
especially when this asset is the one in which the central bank prefers to 
conduct its open market operations. Here the Committee should begin by 
investigating the facts as to the liquidity preference of banks—3o per cent 
and all that—and the ~esponsiveness of the supply of bills to banks and 
discount houses to rate changes, to discover how far recent recastings of the 
theory of money supply are valid. This should lead it into two sorts of 
questions: whether the present system of short-term Government finance by 
Treasury bill should (in the interests of more effective monetary control) be 
largely replaced by some more direct system of borrowing from the com- 
mercial banks; and whether it would not facilitate control if the central bank 
were to deal more freely in gilt-edged securities, and especially if the emphasis 
were to be shifted from Bank rate changes to open market operations as the 
initiating steps of policy, the Bank no longer committing itself to rediscount 
unlimited quantities of bills at a declared rate. In this connection, the 
Committee might well take evidence on the recent Canadian experiment in 
making Bank rate more flexible. 

The difficulties which have been experienced in using Bank rate are 
closely tied up with another characteristic of the technique, apparently of 
1920’s origin, namely the belief (which may have changed recently) that 
Bank rate should not be raised much above 4 per cent to 44 per cent, or kept 
there for long. The effects of this reluctance to raise Bank rate in limiting 
the scope for restrictive action are reinforced nowadays by the influence of 
high marginal tax rates in reducing the impact on profits, and of inflation 
expectations in reducing real rates of interest below nominal. The Com- 
mittee should attempt to discover what, under modern conditions, is a really 
penal level of rates; it should also attempt to quantify the Budgetary and 
balance-of-payments effects of an increase in interest rates and arrive at an 
assessment of the strength of the Treasury interest in keeping rates down. 

A fourth characteristic of Bank rate technique, which seems inappropriate 
to modern conditions, is its conception of credit control asa matter of operating 
on lending through the availability of cash at the central bank, accompanied. 
perhaps by a modicum of ear-stroking. Evidence is accumulating that the 
real bite of the credit squeeze has been achieved through direct action 
on the one hand through directives relating to bank advances, on the other 
through hire purchase controls. The Committee should study the working 
of these methods of selective credit control, and also the operations of the 
Capital Issues Committee, with a view to assessing their effectiveness and the 
extent to which they have been, or can be, co-ordinated with monetary 


BANK RATE REFORM ON MONETARY STATISTICS 343 


restraint of the orthodox general kind. It might also consider whether 
direct metho’ > could usefully be extended to include a closer supervision over 
building socic.y lending policies. 


II 


One subject to which the Committee should obviously devote special 
attention is the suitability of existing financial and economic statistics for the 
formulation and evaluation of monetary policy, and the directions in which 
improvement is desirable; it has indeed already expressed an interest in this 
matter by inviting the National Institute of Economic and Social Research 
to submit a memorandum on U.K. financial statistics. There are a great 
many ways in which existing statistics could be improved, and the range of 
statistical series usefully extended; reliable statistics on capital expenditure 
plans, consumer spending plans, order books, and so on could facilitate the 
forecasting of economic trends for policy decision; information on the 
activities of financial institutions could be improved both by aggregation of 
accounts as of one common date, and by the collection and publication of 
money-flow (‘ sources and uses of funds’) statistics for the financial sector. 
Which of the many improvements possible promises most, in terms of useful- 
ness as compared with difficulty and cost of collection and compilation, is 
something the Committee will have to investigate; but there is one area in 
which British statistics are unnecessarily bad, where improvement could 
be easily effected, and yet where it is unlikely to be effected without a special 
‘effort by the Committee. This is the area of elementary monetary statistics. 

Just how unsatisfactory British monetary statistics are, in comparison 
with good practice elsewhere, is difficult for the habitual user of them to 
appreciate, so accustomed does he become to relying on an incomplete set of 
indicators which he interprets in the light of other information about the 
banking system and current financial developments. The damning fact is 
that no consolidated money supply statement is published in this country, 
and none can be compiled from the available data, even for one date in the 
year. Instead, information about changes in the money supply must be. 
gleaned from two defective sources, the weekly Bank of England return and 
the monthly statement of the London Clearing Banks. The former, still 
presented in the irrelevant two-department form laid down over a century 
ago, conveys (by design) very little about monetary changes, and is even 
unsatisfactory as a guide to changes in the note-holdings of the public. The 
latter is the only available guide to the movements of deposit money holdings; 
though it includes the Eire business of the National Bank and the Indian 
business of Lloyds Bank, this scarcely compensates for the exclusion of such 
important banking institutions as the Scottish and Northern Irish banks, the 
merchant banks, the discount houses, the London offices of overseas banks, 
and the savings banks. Aside from limited and unrepresentative coverage, 
the items reported in the monthly statement are by no means clearly defined: 
the item ‘deposit and other accounts’ includes both internal accounts 
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such as staff pension funds, and the secret reserves which the banks are 
allowed by law to carry; correspondingly, the item ‘ investments is valued 
very much. at the discretion of the individual bank. Moreover, detail is 
conspicuous by its absence: no information is given about the division of 
ownership of deposits between resident and foreign or between company and 
personal, the division of loans at call and short notice between the discount 
market and the stock exchange, or the division of advances and investments 
by type and usance. To make interpretation still more difficult, the June and 
December figures relate to the last day instead of the third Wednesday of the 
month, two days which are characterized by especially heavy cheque payments 
and by the crediting or debiting of interest charges to customers’ accounts. 
The clearing bank aggregate for advances (which includes cheques in transit 
between branches) is supplemented by the quarterly analysis of bank 
advances, which is drawn up for a larger group of banks and on a different 
definition of advances. Information about the assets and liabilities of other 
banking institutions is available only in scattered form, in many cases only 
for one arbitrarily selected day per year—for example, though the discount 
market is at the centre of the financial system, the discount houses publish 
only one balance-sheet a year, the dates being scattered over five months. 

There seems to be no convincing reason why the analysis of British 
rhonetary affairs should be forced to limp along with this defective collection 
of statistics, instead of a regular supply of uniformly dated and clearly 
defined balance-sheet information on the constituent sections of the banking 
system, consolidated for convenience into a money supply statement— 
especially as the institutions concerned must, by the nature of their business, 
compile balance-sheets frequently (in some cases daily) for their own use, 
and are few enough in number for their returns to be readily managed. 
Aside from inertia, which ought to be overcome, and the question of cost, 
which would have to be investigated, the arguments against improving money 
supply statistics would seem to boil down to two. One is the question of 
secrecy of Bank of England operations, which might have to be fought out on 
the question of principle but could possibly be compromised by delaying 
publication of the more revealing detailed figures. The other is the reluctance 
of the City to disclose any more information than necessary about the affairs 
of any individual financial institution; the answer to this is publication of the 
figures only in aggregated form (there is, for example, no need for the 
clearing bank monthly statement to give full figures for individual banks), 
possibly with special rules for the valuation of securities, since the possibility 
of a sharp depreciation of book value of investments is the main valid reason 
for reluctance to publish. Ideally, the data should be available on at least a 
monthly basis, and should be supplemented by similar statistics for the two 
other major groups of deposit-accepting institutions, the building societies 
and the hire purchase finance companies; but economy or security might 
indicate a compromise on less frequent collection for some segments of the 
system, possibly made good by estimating the missing figures. 
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Even complete money supply statefents, with adequate details of the 
positions of the component sectors of the banking system, would not provide 
all the information necessary for the analysis of monetary changes, because 
under no reasonable system of asset valuation will changes in the value of 
assets held between two dates necessarily measure net expenditure on or 
receipts from transactions in such assets. It might therefore be desirable to 
obtain supplementary figures for net purchases or sales of assets where this 
difference is likely to be important, z.e. for net transactions in gilt-edged and 
other longer-term securities. 

In addition to pressing for an improvement in existing money supply 
statistics, the Committee might also look into the question of providing 
better indicators of velocity of circulation. In the first place, the clearing 
house figures exclude the large volume of cheques cleared within and between 
branches of the same bank; it should be possible to collect figures of internal 
clearings and aggregate them with inter-bank clearings. In the second place, 
it should be possible to devise some way of estimating transactions-velocity 
for notes and coin. 

A final improvement in banking statistics which the Committee might be 
able to secure is one which has been suggested many times, only to encounter 
strong opposition from the bankers: this is the publication of figures on 
unused overdraft facilities. —Thdugh care would have to be taken in their 
presentation, to avoid misunderstandings, such figures are essential to an 
adequate picture of the liquidity of the economy. For the same reason, the 
quarterly analysis of bank advances should be supplemented by data on both 
overdraft limits granted to and deposits held by the various sectors. 

In conclusion, it should perhaps be stated that the preoccupation of this 
paper with the elaboration of money supply and other banking statistics is 
not intended to express a view on the priorities the Radcliffe Committee 
should adopt, even in the statistical field. There are probably a good many 
statistics which the makers and critics of monetary (and general economic) 
policy would find more useful than fuller information about the size and 
ownership of the money supply and the composition of the assets of the 
banking system. But there is a danger that quite useful and comparatively 
easily arranged improvements will be overlooked or not urged sufficiently 
strongly, simply because tradition has set firm and ways of getting along 
without have been developed. 


University of Manchester. 
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MONETARY POLICY & THE BALANCE OF PAYMENTS 
By J. R. SARGENT 


The distinction between the short-run and the long-run, to which Mr. 
Ross has drawn attention, is fundamental. Short-run fluctuations in the 
economy call for handling in a manner which differs radically from what is 
required by secular or structural changes to which it may be subject. An 
ideal economy would be one which adapted itself rapidly and smoothly as 
necessary to resolve the problems created by secular or structural pressures, 
but which was at the same time equipped to defend itself from disturbance 
by fluctuations of a temporary and self-reversing nature. There is no part 
of our economy in which this discriminating approach to economic policy is 
of greater importance than the balance of payments. On the front we are 
likely before long to find ourselves facing plenty of pressures of a secular or 
structural type. In the first place there is the impact on the structure of our 
trade of the European Free Trade proposals. Then there will be the effects 
of our own slow rate of productivity growth in recent years set against the 
upward pressure of wages. And now the dollar problem shows signs of 
making a come-back; dressed, perhaps, in the more subtle, complex tones 
favoured by MacDougall instead of the stark Balogh sackline, but still fit to 
kill. All this makes a formidable prospect. But at the same time it cannot be 
clearly seen because of the exaggerated importance which is nowadays 
assumed by purely temporary fluctuations in the balance of payments, both 
on current and capital account, owing to the inadequacy of our reserves. 
There is a danger that the experience of the inter-war period may be repeated, 
when the fact that the exchanges were dominated by large speculative 
movements of capital concealed the secular deterioration in our balance of 
payments and lost us valuable years during which we could haye begun to 
retrieve it. It is not only, of course, a danger that the fundamental, long- 
period problems will not be clearly seen, strong as are the signs of myopia 
in the present obsession with the behaviour of the sterling exchange. More 
serious is the fact that the need to restrict internal expenditure in the face of 
temporary deficits or runs on sterling, because our reserves are too thin to 
absorb them, will lose us the opportunity to re-equip ourselves for the struggle 
against the fundamental problems. The short-run problems may be eased 
by a certain stagnation, which will be fatal in the longer prospect. No doubt 
in the long run we are all dead, but it is the troublesomeness of the short 
run that is killing us. 

I doubt whether a Committee set up to ‘ enquire into the working of the 
monetary and credit system > could make any recommendations likely to be 
of direct use in solving the longer-run problems of the balance of payments. 
Nevertheless this is contingent upon the discoveries that the Committee may 
make concerning how the instruments of credit control actually get a grip 
on the ‘ real’ elements of the economic system. First of all, then, let the 
Committee itself get to grips with the many questions that Mr. Ross has 
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already asked in this vein. Conceivably it could arrive at a set of answers to 
these questions which would indicate that restriction of credit was highly 
relevant to at any rate certain sorts of long-run pressures on the balance of 
payments. Suppose that the Committee were to establish that restriction of 
credit has little influence on the size of fixed capital formation, but that its 
impact on consumption, via capital losses and induced tightening of hire- 
purchase terms, was powerful. In this case, provided that the Committee 
had troubled to improve upon the present state of the evidence, it could be 
said that a restriction of credit, adopted in default of adequate reserves to 
deal with a short-run pressure on the balance of payments, would not 
detract from but contribute to the solution of any long-run difficulties of the 
balance of payments, because it would be releasing resources from con- 
sumption without discouraging investment, and might indeed increase 
investment by enabling some projects to go ahead which had earlier been 
checked for lack of resources. Arguing thus, it might be possible to show that 
the monetary system had a positive role to play in dealing with pressures on 
the balance of payments of the more fundamental sort, though this would not 
exclude the possibility that the role could be better filled in other ways. But 
all this is only suggestive. What are required are answers as clear as can be 
got to Mr. Ross’s factual questions about how and where the credit system 
bites. 

While the relevance of monetary policy to our longer-run balance of 
payments problems is at present obscure, there are among the reasons why 
short-run fluctuations cause us so much trouble two which fall very clearly 
within the field of an enquiry into ‘ the working of the monetary and credit 
system’. First there are the stock-piling movements which have helped to 
raise moderate deficits to crisis proportions; and secondly there is the 
convertibility of sterling. These are not the only reasons for the trouble- 
someness of short-run fluctuations; but they seem to smell more monetary 
than the others, and in any case it is doubtful whether it is worth enquiring 
at any length into such ineluctable factors as the effect of the war upon our 
international liquidity, the fixity of the dollar price of gold, and the growth in 
relative importance within the Sterling Area of those members whose balances 
of payments are most liable to fluctuate. But there is no reason why the stock- 
piling movements which seem to have so much aggravated the deficits of 
1947, 1951 and 1955 should be regarded as part of the order of nature; and 
the Committee would achieve a great deal if it could make them understood. 
We already have information about stock movements by sector, but this is 
confused by the post-war trend away from state to private trading. We need 
to know much more about the sort of goods that were stock-piled; to what 
extent were they imports, or frustrated exports, or goods not entering into 
international trade at all? (To the extent that they fell into the latter two 
categories, their role in aggravating deficits will appear more doubtful). We 
need to know how they were financed; to what extent by bank credit, to what 
extent by other means? And if by other means, did these reflect the general 
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abnormal post-war liquidity, or are they likely to be continually available? 
If the Committee is to make a job of this question, it can hardly avoid straying 
beyond the strictly monetary field, because it will have to compare the 
effectiveness of monetary control of stocks—operating either through the 
price or through the quantity of credit—with the effectiveness of the alterna- 
tive, namely quantitative restrictions. Certainly these have failed in the past 
to contain fluctuations in stocks; but it would be a pity if the Committee were 
influenced by the prevailing mood of doctrinaire opposition to them. In 
particular one would be grateful to the Committee if it could allay the 
suspicion that the administrative apparatus for working a more comprehensive 
system of quantitative restrictions has not been simply put into cold storage, 
but has been so heavily dismantled as to thwart any intention of returning to 
them. 

When the Committee comes to the second reason suggested for its 
consideration why we can expect undue trouble from short-run balance of 
payments fluctuations, it will face a more ticklish question. The return to 
de facto non-resident convertibility means by definition that our gold and 
dollar reserves are more vulnerable than before to the appearance of tempor- 
ary accumulations of sterling in the non-sterling world, arising from the 
current or the capital side of the Sterling Area’s balance of payments. (The 
attached table is suggestive on this point). But since the return to converti- 
bility has been pursued, or at any rate acquiesced in, as a policy, it must be 
the case that those in control like this vulnerability. Possibly, then, the 
Committee might be tempted to accept it as a fact and confine itself to the 
question: given that non-residents are able to convert their sterling, how can 
they be persuaded to do so moderately? Certainly there is much ground here 
that could be usefully explored. As always, the problems could be illuminated 
by more information. Is enough known to the authorities about the sterling 
holdings of different countries? If all tut is known is what is published, 
namely figures for the end of June and the end of December, surely much of 
the fluctuation of these holdings is missed? And if more is known than is 
published, is there really much risk in publishing it? Is enough known 
about the form in which sterling balances are held—current accounts, 
Treasury Bills, other sterling bills, longer-dated stock? Unless this is 
known, stability in the total can mask considerable and possibly threat- 
ening changes in the liquidity of sterling holders. Should not some 
attempt be made to fill the main gap in the existing figures, namely the 
private holdings of British government securities? But knowledge alone 
cannot protect the gold reserves. Can Bank rate? The Committee will 
obviously have to ask itself that question. The answer to it is that it certainly 
can, if it is used ruthlessly enough. But the question should properly be: 
can Bank rate protect the gold reserves without enforcing a restriction of 
internal expenditure which is entirely inappropriate when the context is 
that of a temporary accumulation of sterling in the hands of non-residents? 
If the answer to this question is ‘ no ’, then it must surely also be ‘ no’ if we 
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TABLE 


This Table shows the weight of gold payments made to the non-dollar, non-sterling 
world in settlement of sterling accruing there during periods since the beginning of 1949 
when this accrual has been positive. 


July—Dec. Jan. 1951— | June 1954— | July 1955— 


1949 June 1952 June 1955 Dec. 1956 
Sterling accruing to non-dollar, ; 
non-sterling world through (£ |million) 
transactions with: 
(1) United Kingdom ... Bec 92 419 26 177 
(2) Rest of Sterling Area Bee —13 —27 38 175 
(3) Other sei bree fee 4 22 7 4 
7/5) 414 71 356 
Means of settlement: 
(4) Gold ae wee or 34 176 113 464 
(5) Other wits sie ads 41 238 —42 —108 
75 414 71 356 


a cf 


Items (1) to (5) are made up from the following constituents in the standard form of the 
Balance of Payments White Paper: 


(1) = A.17 + B.III.28, with sign reversed. 


(2) = B.II.20, with sign reversed. all from columns for O.E.E.C. 

(3) = B.II.23, with sign reversed. Other Western Hemisphere, and Other 
GiB r2Z: Non-Sterling. 

(0)= B:tv-33: 


In items (1) to (3) a plus sign indicates an accrual of sterling to the non-sterling, non- 
dollar world, i.e. a sterling area deficit with these areas on current and investment, borrowing 
etc., account. In item (4) a plus sign indicates a payment of gold by the sterling area, and 
in item (5) a plus sign indicates an increase in the sterling balances of the non-dollar, non- 
sterling world or an increase in the U.K. debit with E.P.U. 


Item (3) reflects transa~tions in sterling of the non-dollar non-sterling world with non- 
territorial organisations. 


_ Note. The Exchange Equalisation Account began to intervene in support of sterling 
in overseas markets at the beginning of March 1955. 


ask the same, not of Bank rate, but of action according to the novel doctrine 
of funding, since this throws the task of restriction from the short-term rate 
to the long—provided, of course, that we credit the latter with some restrictive 
power. Can the Committee find any other weapon; perhaps a tax on non- 
resident bank debits? 

All in all, it looks as if the Committee can hardly restrict itself to taking 
the return to de facto non-resident convertibility as given. Despite its heavy 
political content, the question of its desirability must be fearlessly tackled. 
This can be clarified if the Committee is able to give a greater factual content 
to certain arguments which were bandied about while the question was being 
actively discussed. How far is it true to say that convertibility was inevitable 
because of the existence of free markets in sterling in other parts of the world 
in which under the former regime cheap sterling was available to commodity 
shunters? Would the shunters really cost the gold reserves as much as it now 
costs to support sterling in these markets and thus give de facto convertibility 
to non-residents? Is it possible to establish how serious were the loopholes in 
the former system of control of non-resident sterling? The Committee 
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should be warned against the argument that loopholes will be found in any 
system of control. The argument is true, but pointless; the point to establish 
is whether the losses through the loopholes are larger than would occur 
without the control. Another argument for convertibility which has floated 
about unhampered by any quantitative support is that there is a gain to our 
invisible balance of payments on current account through the use of sterling 
as an international currency. Anyone who keeps a bank account and knows 
what it costs to clear a cheque must give some credit to this argument; it 
also depends upon the use by non-residents of commodity exchanges and 
suchlike facilities in the United Kingdom, which convertibility might 
encourage. But how big is this gain to our invisible current account? Surely 
the Committee should investigate the foreign exchange earnings of British 
banks and other institutions whose business involves the incurring of liabilities 
in sterling to non-residents, and in particular make some attempt to determine 
whether these have increased significantly during the last two years; that is, 
since non-residents have enjoyed de facto convertibility. To establish a few 
facts will not by itself resolve the question whether the current gain (if such 
there be) which is bought by convertibility is worth the price which is paid 
in terms of a more vulnerable economy and a level of investment which for 
this reason is less than it could be. But neither can the question be resolved 
without some facts. And they’are not likely to be extractable by anyone 


whose authority is less compelling or whose bona fides are more disputable 
than the Radcliffe Committee. 


Worcester College, 
Oxford. 
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PROBLEMS OF CREDIT CONTROL AND THE NEED 
FOR BETTER FINANCIAL STATISTICS! 


By H. F. Lypai 


According to its terms of reference I assume that the Radcliffe Committee 
will consider the whole field of monetary policy and credit control. I further 
assume that the problem, in its most general terms, is how the Government 
can use monetary instruments as an effective means of regulating the economy. 
This, of course, involves a consideration not only of the efficiency of any 
proposed technique for attaining a given objective but also its repercussions 
on other parts of the economy. Each technique, therefore, has to be con- 
sidered both from a technical point of view and from the point of view of its 
wider economic implications. 

From a general economic viewpoint there is much virtue in controls 
which are ‘automatic’ and ‘ non-discriminatory’. The ideal control is 
one which comes into operation without specifi¢ political decision and which 
restricts the least desirable activities first. On the assumption of a perfect 
market for factors of production, and for products, and with an acceptable 
distribution of income, the least (economically) desirable activities will also 
be the least profitable. Hence, if these conditions existed, the control which 
had the effect of restricting the last profitable activities would be the ideal 
control. If the object of policy were to restrict investment, the ideal method 
would obviously be to raise the price of loans. These are the assumptions 
implicitly or explicitly underlying the arguments of those who advocate 
the use of Bank rate and open market operations as the ideal method of 
controlling the economy. 


Weaknesses in the Present System 


If the.system did in fact work in this way there would not have been any 
need to appoint the Radcliffe Committee.-Our troubles stem, broadly speaking, 
from three defects in the present arrangements. First, the Government, 
which has to take the decisions on raising and lowering Bank rate, is itself 
the largest domestic borrower, and hence has a vested interest in keeping 
interest rates low. The effect of this is, not only that the Government is very 
reluctant to raise Bank rate above, say, 6 per cent, but that it keeps a very 
large proportion of its total debt in short-term obligations. In normal times 
the rate of interest on Treasury Bills lies below the rate on longer-term 
securities, so that there is a considerable financial advantage to the Govern- 
ment in keeping as much of its debt as possible in Treasury Bills. The 
disadvantage of this is, however, that when Bank rate is raised the banks are 
in possession of such a large quantity of liquid assets that they are able to_ 
replenish their cash by selling surplus liquid assets to the Bank of England. 
To some extent, however, this problem is a technical one which may be 


1 The present paper is based on a Memorandum originally submitted to the Radcliffe 
Committee. 
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overcome if suitable ways can be devised of insulating the rates on Govern- 
ment debt from the rates on private debt. 

The second defect in the present system is that this country is the banker 
for the Sterling Area, and also for a number of non-sterling countries. When 
overseas countries hold—for the most part willingly—very large accumula- 
tions of sterling balances in short-term investments in London, one effect of 
raising Bank rate is to impose a substantial extra burden on the current 
balance of payments. So far as I am aware no figures are available about the 
distribution of the sterling balances as a whole between securities of different 
maturities, although some information can be gleaned from reports of the 
Colonial Currency and Marketing Boards. It would be very useful if the 
Bank of England, or the Treasury, would compile and publish statistics on 
this question, so that estimates could be made of the effects of changes in 
the structure of interest rates on our current balance of payments. For such 
estimates it would also be necessary to know whether the various recipients 
are liable for U.K. income tax on the interest received or not. 

The balance-of-payments problem has arisen as a result of the accumula- 
tion of sterling balances during and since the war. A number of different 
causes were responsible, and there is no purpose in weighing, at this point, 
whether the trend was a desirable or necessary one. We have to face the 
fact that the balances exist and that it would be extremely costly to us as a 
nation to repay them. Hence the practical and immediate question is how to 
keep the balances stable at minimum cost. There can be little doubt that at 
present we are paying substantially higher rates than are necessary to retain 
all but a marginal section of the balances. In fact, it is possible that the once- 
for-all capital drain on the country which would result from a fall in Bank 
rate would actually be less than the improvement in the current balance of 
payments in the first year after the change. On this score, therefore, there is 
everything to be said for keeping interest rates low. 

It might be argued, however, that the advantages to be gained from being 
able to use Bank rate as a means of regulating the economy outweigh the 
foreign cost involved when Bank rate is pushed above the minimum level 
necessary to hold the sterling balances in London. On this two points need 
to be made. The first is that the total cost of an increase in foreign payments 
is greater than the apparent direct cost, and may even be very much greater. 
If, for example, exports are unresponsive to changes in the level of home 
demand (as may be the case at the present time) and the marginal propensity 
to import is one-third, then a rise in foreign payments of {£50 million will 
necessitate a fall in home income of {150 million to finance it. And the 
second point is that the alleged advantages of Bank rate as a means of regulat- 
ing the economy need to be subjected to thorough re-consideration in the 
light of recent experience. Some important new data which have a bearing on 
this are given in my paper entitled ‘ The Impact of the Credit Squeeze on 
Small and Medium-Sized Manufacturing Firms’.! One of the conclusions of 

1 Economic Journal, September, 1957. 
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this paper is that the raising of interest rates in 1955 had, in itself, very little 
effect on the investment decisions of manufacturing firms in the size range 
10-499 employees. Only 304 out of 876 firms interviewed in the spring of 
1956 said that they had reacted to the Credit Squeeze as a whole by cutting 
investment; and only 36 firms had reacted mainly because of the higher 
rate of interest on loans. It seems, therefore, that unless interest rates are to 
be raised much beyond their traditional ceiling level the pure policy of raising 
the price of credit is likely to be as ineffective in checking a boom as the 
policy of cheap money was in overcoming the depression of the 1930s. 

The third defect in the present system is that the market for capital is, in 
fact, very imperfect; so that a rise in Bank rate spreads its effects—such as 
they are—very unevenly through the economy. A rise in the price of credit 
hits enterprises which happen to be relatively illiquid at the time; it hits 
those which are expanding on the basis of borrowed funds; and it hits those 
in which the risk element is least important, such as housing and public 
utilities. It is, therefore, not strictly true to call Bank rate a ‘ non-discrimin- 
atory ’ weapon of control. What is true is that raising Bank rate requires no 
conscious effort of discrimination by the monetary authorities; it is a simple 
control to operate and it is “easy ’ to operate so long as one is not too con- 
cerned with the detailed repercussions. But as soon as one begins to examine 
the practical consequences of a particular change in Bank rate, and to consider 
whether those consequences are desirable (or were even indeed desired), the 
whole policy becomes a much more questionable one. If, moreover, in order 
to secure a fall in demand in one critical sector, e.g., for goods which can 
easily be exported, it is necessary to reduce demand throughout the 
economy, and perhaps to a much greater degree than in the critical sector, 
the question inevitably arises whether the same objective could not be 
secured more simply, and without such heavy wastage of resources, by other 
more ‘ discriminatory ’ methods. 

It is now fairly generally accepted that monetary policy alone—in its 
pure ‘ non-discriminatory ’ form—cannot do the trick. In fact, it is an 
illusion to believe that monetary policy ever did achieve anything more than a 
modest control over our economy, and that at a time when everything was 
going pretty well anyway. Variations in Bank rate in the nineteenth century 
were primarily a means of controlling the rate of foreign lending, in a period 
when Britain’s economy automatically generated a foreign surplus; and for 
this purpose the technique was reasonably well suited. By contrast, the 
attempt to use a high Bank rate to secure internal deflation in the 1920s was 
a disaster, and the opposite policy in the 1930s was, as has been said, largely 
ineffectual. In modern conditions, when all Governments are committed 
to a policy of steering the economy as close as possible to the full employment 
ceiling, it would be quite impracticable to rely on the crude and uncertain 
weapon of Bank rate alone. Specific credit and fiscal controls must be used; 
they are being used and they will continue to be used. 
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The Need for Better Statistics 

The most important question facing the Radcliffe Committee is, in my 
opinion, not how to revive the power of Bank rate, by removing or circum- 
venting the defects mentioned above, but how to develop and improve the 
alternative credit and fiscal controls at the disposal of the Government. 
Several very potent instruments have already been brought into use: control 
of hire-purchase contracts, investment allowances, restriction of bank 
advances, and, of course, taxation, both direct and indirect, in its many 
forms. But in order to use these techniques effectively, in the sense of achiev- 
ing objectives consciously laid down in advance, it is necessary to know more 
about what is going on in the minds and in the pockets of businesses and 
private people. 

To say this is not to deny that enormous advances have already been made 
in our statistical knowledge. We have excellent national income accounts and 
we have important new series relating to investment, both in fixed capital 
and in stocks, and to hire-purchase finance. Quarterly figures of consumers’ 
expenditure, both in current and constant prices, have been available for 
many years, and improvements are constantly being made in our retail trade 
statistics. A notable advance in the recent past has been the introduction of 
sample surveys of the investment intentions of large firms. These are still 
in an experimental stage of development, but the evidence from the United 
States suggests that they can become of increasing use and reliability as 
time passes. It is conceivable, for example, that as a direct result of being 
asked regularly to furnish information on their investment intentions the 
larger firms may become more systematic in their capital budgetting and so 
eventually provide more reliable forecasts of their investment expenditure. 

But, in spite of all that has been done, there remain two vital areas in 
which our information is still seriously deficient. First, we know very little 
about the distribution of liquid assets between firms, individuals, the Govern- 
ment and foreigners; and secondly, we have no information about the buying 
intentions of consumers. Ignorance about these two aspects of economic 
life is a serious obstacle to making correct diagnoses of the current economic 
position and hampers us in studying the effectiveness of alternative credit 
and fiscal measures. Hence arise many of our difficulties in prescribing suit- 
able policies for the varying situations confronting the nation from time to 
time. ; 

Before I describe in greater detail what types of data could most usefully 
be collected in these two areas, I should like to emphasise that the import- 
ance of these two areas have long been recognised in the United States. In 
that country substantial resources have been devoted for many years to the 
collection of figures about changes in liquid asset holdings (primarily by the 
Securities and Exchange Commission); and more recently the Federal 
Reserve System sponsored a great project of research which has culminated 
in the publication of ‘ Flow-of-Funds’ accounts for the United States for 
each year from 1939 to 1953. In the field of consumer intentions also it was 
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the Governors of the Federal Reserve System who took the initiative by 
providing the finance for the annual ‘ Surveys of Consumer Finances ’ which 
are carried out by the Survey Research Center of the University of Michigan. 
These surveys, which have been taken in the first months of each year since 
1946, have built up a steadily increasing fund of both experience and statistics, 
on which the authorities and outside observers can draw in interpreting 
current changes in the economic situation. I think it is safe to say that the 
Americans would feel deprived of an essential organ of intelligence if, 
for some reason, these surveys were to cease. 


Data Required an Liquid Asset Holdings 


In this country, present sources of information about the distribution of 
ownership of liquid assets, and of changes in the distribution, are completely 
inadequate. We know, of course, the total of ‘deposits’ in the large banks, 
and aggregate figures for each of the other principal types of liquid assets 
are published at varying intervals. Even here, however, there is room for 
some improvement. Why, for example, do we not have official figures for 
all bank deposits? And why are not Building Societies, and other institutions 
which accept short-term deposits, obliged to publish regular monthly returns 
of their deposits? It would be a very simple matter to ensure that all financial 
intermediaries made returns of their deposit liabilities outstanding on a single 
day in each month. These returns should be collected centrally, e.g., by the 
Bank of England, and published in a convenient form, say in the Monthly 
Digest of Statistics. We could then see immediately how much net switching 
of deposits was taking place as interest rates and other factors changed.? 

But this would be only a minor improvement. Far more important is it 
that we should be able to identify shifts in the liquid asset holdings of the 
various sectors of the economy, in particular between companies, persons, the 
Government and foreigners. Such information is essential if we are to judge 
the effectiveness of credit or fiscal policy in restricting or expanding the 
volume of liquid funds at the disposal of the different sectors. In order to 
be of most use, the division by sectors should be as fine as possible, and 
within sectors there should be a breakdown by industry and by size of deposit. 
The easiest way to obtain this information, and the most reliable, would be 
by sampling the accounts of banks and other financial intermediaries. There 
is surely no reason of principle why such purely statistical information should 
not be prepared and published. It would not involve any breach of con- 
fidence in the banker’s relation with his client. The sampling process could 
be operated by the banks themselves, under suitable central control to ensure 
comparability of data, and no details of individual accounts would need to 
be divulged. Already the British Bankers’ Association prepares quarterly 
figures of the industrial distribution of bank advances. These figures are not 
satisfactory as they stand, because their “industrial classification is out of 


1 It would be important in this connection to ensure that new financial intermediaries, 
such as Hire-Purchase Finance Companies, were properly covered. 
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date and fails to correspond to the Standard Industrial Classification used 
in all other official statistics. But their existence proves that it is possible for 
bankers to classify their customers by industry. 

The technical methods which might be used in regular sample analyses 
of bank accounts need not be described here. It should be mentioned, how- 
ever, that the cost need not be excessive if a differential sampling rate is 
employed for accounts of different size-ranges. Moreover, if a master 
sample, or panel of customers, is first drawn and classified, the recording of 
changes in their accounts can be largely a matter of routine. Ideally, each 
account in the sample should be classified by economic sector (if possible 
distinguishing companies, unincorporated firms, private persons, institutions, 
local government, financial intermediaries, and foreigners) and—in the case 
of businesses—by industry (according to the Standard Industrial Classifica- 
tion) and by some measure of size (perhaps total assets or employment). 
Monthly returns should be published showing the breakdown of deposits 
and advances (and perhaps the volume of unutilized overdraft facilities) by 
sector, and by industry and size within the business sectors. 

For other financial intermediaries it would not be necessary to go into so 
much detail; but it would be highly desirable to have at least annual returns 
from these intermediaries showing the volume of their short-term liabilities 
held by the different sectors (on the same basis as for the banks). Moreover, 
if it could be arranged that master samples of accounts were also constructed 
for these intermediaries, much new light could be thrown on the distribution 
of accounts by size, for each intermediary, and of the relative movements in 
the different sizes of account in each period. All of this would add substantia- 
ally to our knowledge of the influence of credit and fiscal policies on liquid 
asset holdings, as well as on saving through additions to liquid assets. 

The objection which may be raised to these proposals is that the recording 
of the information and its analysis would be costly and time-consuming. But 
this is a problem which can be largely overcome by careful planning of the 
samples, including clear rules for periodic adjustments, and by the use of 
mechanised accounting and tabulating methods. Although some of the work 
would undoubtedly have to be performed by the banks’ own staff, there is 
no reason why this should not be kept down to a bare minimum, the bulk of 
the processing and tabulating of the data being performed by a central agency 
organised by the Bank of England or the Government. It is, as in all statis- 
tical matters, a question of how important the information is. In my opinion 
the cost of running the operation would be insignificent in comparison with 
the importance of the material collected. It is conceivable, indeed, that the. 
banks themselves would come to value information of this type for the 
efficient conduct of their own businesses. 


Surveys of Consumer Finances and Attitudes 


The second major improvement in gur financial statistics which is called 
for at the present time is the organisation of regular surveys to discover the 
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financial position and buying intentions of private persons. During the past 
thirty or forty years there has been an enormous growth in the volume of 
liquid assets in the hands of the public, with the result that at the present 
time aggregate personal liquid asset holdings amount to about three-quarters 
of a year’s disposable income. In this situation, quite large fluctuations in 
personal expenditure may easily occur. If, for example, expectations about 
the prices and availability of goods are changing rapidly, as happened in the 
first few months of the Korean war, there may be a sudden buying spree, 
followed by a recession. ; 

Moreover, in recent years the proportion of personal income which is 
spent on durable goods has been increasing, and is likely to increase further 
as average real income per head continues to rise. Expenditure on durable 
goods is, by its nature, more erratic and unpredictable in the short run than 
expenditure on such items as food, housing and fuel. The purchase of 
cars, television sets, washing machines, and the like can be postponed if 
prices are expected to fall, or if new models are about to be introduced. 
Similarly, with the introduction of new models of goods, or the spread of _ 
new ways of life, the demand for particular durable goods may increase 
temporarily at a very rapid pace. This demand is fed not only by the large 
stock of liquid assets in private hands but by the ready availability of con- 
sumer credit. After such a period of rapid expansion, the market may 
become temporarily saturated, in the sense that new customers are hard to 
find, while the replacement demand has not yet reached a normal level. 
When the wave of replacement demand does eventually mature it may be 
accompanied by new technical developments which lead to a further expan- 
sion in the market for these goods. Thus, cycles in consumer expenditure 
on durable goods may be generated in the same way, and partly for the same 
reasons, as cycles in investment expenditure. And as the importance of 
consumer durable expenditure grows, so the influence of these. cycles 
increases. Their repercussions spread through the economy causing undesir- 
able fluctuations in investment expenditure and in the foreign balance. 

Numerous examples of this process can be found in the post-war experi- 
ence of the United States where, indeed, it is no exaggeration to say that the 
whole tone of the economy depends very much on the state of the car market, 
But the same trend is developing in this country also—as well as throughout 
Western Europe—and has already produced a great boom in consumer 
expenditure on durables in 1953-5 followed by a substantial decline—which_ 
was admittedly partly induced by Government policy—in the next two years. 
Recent evidence suggests that despite the continued restrictions on hire- 
purchase facilities, the wave of demand is rising once more and that in the 
second half of 1957 home sales of cars, television sets and the like will achieve 
new records. 

It is, I believe, a self-evident proposition that, if we are to get the best 
out of our economic resources, we must try to maintain a reasonably smooth 
and steady advance both in our output and in our programme of capital 
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investment. It is most unfortunate if our economy lurches from a state of 
over-full employment, with an accompanying deficit in the current balance 
of payments, to a state of under-employment of resources—as in the past 
year or so. Part of the blame for this, and for the resulting fluctuations in 
home investment, rests on the erratic behaviour of consumer expenditure on 
durables. It is, therefore, most important that more information should be 
collected about this aspect of our economy, and especially about the factors 
influencing consumers to vary their demands for durable goods. Some of the 
factors which are likely to be important are changes in taste, availability of 
finance—including both liquid assets and consumer credit—replacement 
demand, changes in income, and income and price expectations. 

The only way to study these, and other, factors is by means of sample 
surveys of consumers, such as those which have been conducted for over ten 
years in the United States. Some work along these lines was attempted in 
this country in connection with the annual Savings Surveys, which were 
organised by the Oxford Institute of Statistics in 1952-4 and by the Central 
Statistical Office in 1955. But these surveys have been discontinued; and, in 
any case, they were not directed specifically at problems of short-term fore- 
casting, being rather concerned with discovering certain structural relations 
between income, assets and saving and related variables such as occupation, 
age and size of family. The Central Statistical Office’s interest in the surveys 
was largely as a means of checking their estimates of aggregate personal 
saving; but the efficiency of surveys for this purpose is limited by the high 
sampling variability of estimates of saving aggregates. Even so, it is a pity 
that no Savings Surveys have been taken for more than two years, especially 
in view of the astonishing recent rise in aggregate personal saving, as estimated 
in the estimates of national income for 1956. Since it is certain that some of 
this extra saving was no more than a temporary accretion of assets—or 
reduction of indebtedness—resulting from the hire-purchase restrictions, it 
would be very useful to have some estimate of the volume of pent-up demand 
for durable goods which has been created by these restrictions so as to be 
able to forecast consumer spending on these goods when the restrictions are 
relaxed. If the authorities are to avoid the two-fold danger of either keeping 
the restrictions in being too long or relaxing them too soon it is essential for 
them to have as much information as possible about consumer finances and 
consumer buying intentions. 

Evidence about the state of consumer finances, including the stock of 
liquid assets held and its distribution, the volume of consumer debt, past 
changes in both assets and debt, the level of personal income, and so forth, 
can be collected without too much difficulty. This type of information is 
collected regularly in the United States by a survey taken at the beginning of 
each calendar year amongst about 3,000 ‘ spending units’. In this country 
similar information was collected for four years in the Savings Surveys. In 
addition, in the United States the people interviewed in the annual surveys 
are asked a number of questions designed to discover their attitudes to pros- 
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pective purchases of durable goods, including cars, furniture and houses. 
These statements of attitude and of conscious intention cannot, of course, be 
relied upon to the same degree as statements about past experience—+. g. 
saving over the previous year—or about the current position—e.g. the stock 
of assets held. But they do, nevertheless, provide some guide to the state of 
consumer opinion, especially when compared with the answers to similar 
questions in earlier years. American experience has shown that forecasts 
based on these surveys have been broadly correct, including one instance— 

_in 1949—in which the forecast was directly contrary to the general expectation 
of ‘ observers ’. 


These surveys are expensive and they must be done well. It is essential 
' that the organisation doing the survey should have sufficient resources to be 
able to present preliminary results on a few key questions within a month 
or so of the end of the interviewing period. And the remainder of the 
material should be processed and published within the next few months. 
This is how it is done in America, where the principal results are published 
without delay in the Federal Reserve Bulletin. In this country the fieldwork 
for the Savings Surveys was done very efficiently by the Government Social 
Survey but, for various reasons, the processing of the information collected 
was too slow to enable any use to be made of the results for forecasting. In 
any case, as has already been ‘mentioned, the Savings Surveys were not 
intended primarily for this purpose and contained no questions about buying 
intentions. If it were decided to embark on a programme of surveys of con- 
sumer finances and intentions—as I am proposing—then it would be neces- 
sary to ensure that the survey organisation undertaking the work had sufficient 
men and machines to produce the results quickly. Such technical matters as 
these can, however, be settled without serious difficulty if once the principle 
is accepted that such a programme of surveys is desirable. 


SUMMARY 


To summarise, I wish to urge on the Radcliffe Committee that, in order 
to manage our economy more skilfully, whether by credit or fiscal methods, 
we need fuller information about the finances of the various sectors of the 
economy and about consumer buying intentions. In each case, if we decide 
to collect this information, we shall merely be taking a leaf out of the book of 
the Americans, whose work has shown both the value and practicability of 
collecting data of this sort. My practical proposals are: 

(a) That monthly figures be collected from a sample of bank accounts, 
classified by sector and—in the case of firms—by industry and size, of 
deposits an | advances, and perhaps of overdraft facilities. From other 
financial intermediaries returns should be made at least once a year 
showing the breakdown of short-term liabilities by sector, and certain 
large intermediaries—notably the building Societies—should publish 
monthly returns of their aggregate liabilities. 
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(b) That a sample survey be made each year amongst consumers— 
along the lines of the American Surveys of Consumer Finances—to 
discover changes in their stocks of assets and in consumer debt and to 
collect information which will throw some light on consumer intentions 
to buy durable goods during the coming year, or to make other major 
‘outlays which may affect the country’s economy. 


THE NATIONAL DEBT 


By Epwarp NEVIN. 


One supposes that economists can include themselves amongst what 
Adam Smith describes as ‘ those who are called philosophers, or men of 
speculation, whose trade it is not to do any thing, but to observe every thing. 
. . -’ If so, it behoves them to take heed of his admonition that by sub- 
dividing the profession into separate branches, ‘each of which affords 
occupation to a peculiar tribe or class of philosophers ’, the usual benefits 
of specialisation are secured—‘ more work is done upon the whole, and the 
quantity of science is considerably increased by it.’1 At any rate, I hope that 
the appeal to this most venerable of economic scriptures will serve to justify 
my concentration largely on one special aspect of the problem—the national 
debt—even if it may suggest a pouring into new bottles of what is becoming 
rather old (but unhappily not vintage) wine. On the technical level, after 
all, almost all recent controversy in this couritry over the problem of credit 
policy has involved the national debt in one or other of its many aspects, and 
I am inclined to the view that the Radcliffe Committee should be concerned 
primarily with the technical issues of monetary management rather than the 
extremely wide field which Mr. Ross has traversed in his opening remarks. 

That the present structure and distribution of the national debt is at the 
very root of the whole problem of contemporary British monetary policy 
may be appreciated by considering the external holdings of the debt. Mr. 
Ross has suggested, at the beginning of his survey, that 


The issue to-day is not whether monetary policy has been working 
in the right direction, but why it has failed to achieve its stated objectives 
more smoothly or more effectively. 


I am by no means sure that this is so. One of the major objectives of dear 
money from its inception in 1951, after all, has been the short-run reinforce- 
ment of our external reserves and (indirectly) the longer-run strengthening 
of our balance of payments. Do high interest rates actually perform these 
functions in the modern British economy? Do they even operate in the right 
direction? Or do they, on the contrary, actually weaken our external position 
on both current and capital account? 

It is an extraordinary state of affairs, I think, that we are simply not in a 
position to begin to answer these questions. One suspects that dear money 
must have added at least £50 million a year to our invisible imports since 
1950; the short-run augmentation of our gold reserves at any one time as 
a result of high interest rates must have been extremely exiguous, while 
their cumulative weakening as a result of this continuous outflow of interest 
payments since 1951 must have been enormous. It may be argued that much 
of this outflow is in sterling form, rather than a drain on our hard currencies. 
This is an argument which cuts both ways, however; if some of the interest 

1 Wealth of Nations (World’s Classics ed.), Chap. I, p. 12. 
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payments are sterling transfers, so are the funds attracted by the high interest 
rates—which means that the gold reserves are to that extent not reinforced 
in the first place. 

In other words, much of our traditional doctrine about the external 
effects of monetary policy may be hopelessly out of touch with the world in 
which that policy has to work. Most of that doctrine was evolved against 
the background of the City of London at a time when the United Kingdom 
was a major creditor and when all currencies were convertible. Hence the 
implications of the doctrine were (a) that high interest rates would on balance 
bring funds into London, and (6) that all the funds thus attracted would 
strengthen the reserves equally. In a world in which the United Kingdom 
is a major debtor and in which currencies possess very unequal degrees of 
convertibility, the doctrine becomes distinctly shaky., For a substantial 
debtor high interest rates may well mean a net outflow of funds over a year or 
so, interest payments outweighing capital inflows; further, even in the short 
run, the funds brought in may be largely inconvertible, and therefore useless 
from the point of view of the gold reserves. 

Whatever the truth in all this, however, the basic fact is the lamentable 
—and largely unnecessary—state of ignorance in which outside commentators 
(and, mirabile dictu, the authorities themselves perhaps) are forced to languish 
so far as the external costs of monetary policy are concerned. Without at 
least an informed estimate of the extent of foreign holdings of the national 
debt (and to a lesser extent other high-grade bonds), the structure of those 
holdings, and their geographical distribution, it is impossible to know the 
true external burden of a restrictive credit policy, or, a fortiori, to assess the 
extent to which that burden is justified by the gains which are believed to 
accrue from dear money in this context. 

A rectification of this state of affairs would appear to be a primary objective 
for the Radcliffe Committee. Other important issues might then be raised 
—for example, that of the relationship between the holdings of the British 
national debt in the outer Sterling Area and the position of the United 
Kingdom as the centre and banker of that Area. Is it reasonable that the 
necessity for high domestic interest rates should automatically involve the 
United Kingdom in increased payments on existing sterling balances which 
are to a large degree withdrawable at call by their overseas holders? (What 
commercial banker could make a living on a basis such as this?) Is there not 
some ground for distinguishing between the debt held in balances of that 
kind and that taken up by more mobile funds attracted by high interest 
rates as such? (It would be interesting in this context if the Radcliffe Com- 
mittee were to investigate the reasons for the ending in 1951 of the system 
whereby the sterling balances were held in tap Treasury bills.) 

Turning to the domestic aspects of the debt, I cannot help feeling that 
Mr. Ross perhaps underestimates the critical role of the debt in contemporary 
credit techniques. It is not true, for example, that the liquidity effects of the 
floating debt can be cancelled out by a progressively higher Bank rate, as he 
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suggests. If the bills held by the commercial banks were ordinary trade 
bills, it would be correct to argue that the banks could reinforce their 
cash only by driving the discount market into the Bank, thus making Bank 
rate effective. But when the bills concerned are Treasury bills, maturing 
regularly week by week and day by day, Bank rate is by-passed altogether. 
The banks would obtain their cash by allowing bills to mature and obtaining 
repayment in the form of a draft on the Bank of England drawn on Public 
Deposits. They can afford to be indifferent to Bank rate. (I am not suggesting 
that this sequence has actually occurred in the United Kingdom in recent 
years; in fact the authorities do not appear to have pressed on bank cash 
with sufficient determination on any occasion to make it necessary for the 
banks to have recourse to it. But the fact remains that it could occur.) The 
crucial factor in the situation is not that the banks hold more liquid assets 
now than they did 30 years ago, but that their liquid assets are now synony- 
mous with public debt. 

This last consideration is of importance also insofar as the level of liquid 
assets held by the banking system is a factor influencing their attitude towards 
the expansion of advances and other risk assets. There has been a great deal 
of ‘ outside” comment and argument on this point; testimony from the 
bankers themselves, however, has been both scanty and nebulous, while 
recent statistical evidence is inconclusive. This is a gap in our knowledge 
which one hopes the Radcliffe Committee will fill. It would be valuable to 
know, for example, how seriously the banks regard the official ‘ request’ to 
maintain their liquid assets at something over 30 per cent of total assets, and 
the occasions on which—and the extent to which—the existence of this 
request has influenced their policy. It would be interesting, too, to know 
upon whose initiative the T.D.R. system was ended in 1952, and the reasons 
which underlay the decision to end it. 

Assuming that there is some relationship between the liquid assets of the 
banking system and the availability of bank credit, the Committee might 
then think it worthwhile investigating the degree of integration (if any) 
between fiscal and monetary policy in the Treasury. The traditional doctrine 
that floating debt is the appropriate medium for meeting a temporary 
deficiency between revenue and expenditure on current account and long- 
term debt the appropriate medium for deficiencies on capital account may 
well be a hopelessly inadequate rule for contemporary fiscal policy. 

The internal significance of the size, structure and distribution of the 
national debt is hardly limited to this question of bank liquidity, however. 
Gilt-edged securities currently represent more than a half of the nominal 
value of securities quoted on the London Stock Exchange; the level of yields 
and capital values of a group of assets of these dimensions cannot but be of 
enormous significance in the credit situation. It is hardly enough to dismiss 
the annual debt charge (as Mr. Ross appears to do) with the general observa- 
tion that much of it is subject to income-tax (and perhaps surtax) and a further 
element will find its way into undistributed profits. That sort of argument 
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applies to any increase in costs, or, for that matter, to any increase in revenue. 
Yet one seldom encounters the suggestion that British producers need not 
worry too much about wage increases because they would have paid half of 
them in tax anyway, or that increased profits don’t really matter because 
much of what is left of them after tax will be undistributed. 

The essential point is that a large proportion of the internally-held debt 
is concentrated in a narrow range of financial institutions', and that for those 
institutions the national debt is a critically important source of income. It is 
subject to income-tax, certainly; but so are their other sources of income, 
and (in effect) their outgoings. Given the oligopolistic nature of the capital 
market, a widening or narrowing of the gap between the income and expendi- 
ture of those institutions as a result of dear or cheap money may exercise a 
very significant influence on the flow of funds and hence on the rate of 
investment. 

In this context it would be very valuable if the Radcliffe Committee could 
turn its attention to the question of whether it is the absolute evel of interest 
rates which matters or changes in that level. Given the relative slowness of 
adjustment in many contractually-established interest rates, I am inclined 
to the view that the latter is nowadays more important. The first impact 
of dear money on a commercial bank, for example, often takes the form of a 
depreciation in the capital value of its investments, and consequently a 
depletion of its inner reserves. Further, while the rates paid to its depositors 
are raised fairly quickly (so as to avoid large-scale withdrawals), a large 
proportion of its assets will continue to earn only the previous (lower) level of 
yields. With the passage of time, however, the low-yield assets are replaced 
by high-yield, and the capital depreciation is made good, partly from these 
higher earnings, partly perhaps from smaller distributions and partly by the 
return towards par values as old securities approach maturity. Ultimately, 
therefore, and without any further change in credit policy, the bank will have 
adjusted itself on both the income and expenditure side to the new level of 
rates, so that the relative positions of income and expenditure are restored 
to those prevailing before the change in policy. Similarly, a building society 
will experience a scarcity of funds in the initial stages of a dear money policy 
as investors are attracted to high interest rates elsewhere. In the fullness of 
time, however, it will adjust the rates charged to its borrowers and paid to its 
lenders, restoring the initial balance and settling down again at the new, 
higher level of interest rates. 

If this sort of sequence is typical, it would follow that the authorities 
would need to raise or lower interest rates progressively in order to maintain 
a given policy over any protracted period ; it would not be enough to establish 
a new level of rates and then merely seek to maintain it. This is certainly 
not inconsistent with the record; the cheap money policy of 1932 and the 


1 Some estimates by Miss Gwen Jones and myself suggest that the banking, insurance 
ant aries ee rently holds — 40 per cent of the internally-held debt other than 
at held by official agencies—see ‘ The British National Debt’, Part I, E ] ‘ae 
Vol. XXIV, No. 95, August 1957, Table VI, p. 224. — SNe eee 
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dear money policy of 1951 both faded away after two or three years (which 
might be necessary to fully restore, or dissipate, the capital-value changes 
experienced at the onset of a new policy) without any change in officially- 
declared policy but simply because of inertia at the centre of the system. 

Summing up, then, an investigation of the size, structure and distribution 
of the national debt, and all the implications thereof, would appear to be a 
fundamental need for the work of the Radcliffe Committee—first, because 
without such an investigation the external costs of monetary policy cannot 
even be guessed intelligently, secondly because of the intimate connection 
between the floating debt, bank liquidity and the volume of credit, and finally 
because of the importance of the debt in determining the policy of the major 
institutions in the capital market. It will be surprising if, after such an 
investigation and consideration, the Committee do not find grounds for 
advocating a fairly drastic reform of national debt policy and structure so as 
to fit that monster, with its Topsy-like life history, more comfortably into 
the economic environment of the present day. The vital distinction to be 
made in any examination of our modern monetary system is the distinction 
between private credit and public credit. The national debt, as the major link 
between the two, is clearly {if Mr. Graham Greene will forgive the liberty) 
the heart of the matter. 


University College of Wales, 
Aberystwyth. 
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NOTES ON CONSUMPTION & PUBLIC INVESTMENT 
By E. VicTOR MorcGan 


I propose to confine myself to brief notes on two topics, the influence of 
monetary policy on personal expenditure and the implications of present 
methods of financing the investment of nationalised industries and local 
authorities. 

I 


It is no longer realistic to treat changes in consumers’ expenditure merely 
as the induced effects of changes in investment. Recent years have shown. 
that personal spending can change independently of investment and by 
amounts that are large in relation to the safety margins of a ‘ full employ- 
ment ’ economy. The question of the sensitivity of this form of spending to 
changes in monetary policy is, therefore, a crucial one. Mr. Ross takes the 
rather pessimistic view that while ‘ monetary policy will work in the right 
direction, up or down, it would probably be wrong to expect it to achieve 
any sizeable results’. My own view‘ would be rather less pessimistic, and I 
shall try to justify it by reference to recent experience. 

A superficial glance at the figures shows a strong association in time 
between the change to dear money and the growth of personal saving. The 
changes of 1951-2 were accompanied by a strong upward movement in 
personal savings, which was checked during the slight relaxation of credit 
in 1953-4, and resumed in a dramatic manner in 1955-6. The figures (from 
the National Income Blue Book) are: 


Personal Saving before providing for depreciation and stock appreciation, {m. 


1950 1951 = -1952,- 1953. 1954 = 1955 1956 

158 219 724 850 729 1059 1504 
There are, of course, other possible explanations of these changes besides 
monetary policy. The low level of personal saving in the early post-war 
years was largely due to re-stocking of consumer durables and to dis-saving 
by the large numbers of young people who were setting up house for the first 
_ time, and the 1952 revival could be attributed in part to a decline in these 
forms of expenditure. It is distinctly more difficult, however, to account for 
the check of 1953-4 and the great resurgence of saving in 1955-6. In 1956, 
personal disposable income rose in real terms by some {£500 million, or 
nearly 4 per cent, yet consumption rose by only half per cent. Moreover, the 
proportion of wages to gross national product rose from 38.8 per cent in 
1954 to 40.7 per cent in 1956, and it was just at the time when real wages were 

rising most rapidly that the boom in consumption was dying. 

Though it is hard to explain these changes without reference to monetary 
policy, it is by no means easy to discern just what role dear money played. 
e saving of a community is, of course the balance of the saving of some 
individuals and the dis-saving of others. Theoretically, a rise in interest 


370 THE BULLETIN 


rates could increase the saving of the community either by stimulating gross 
saving or by checking dis-saving. The check to dis-saving could be adminis- 
tered either through a rise in the cost of borrowing or realising assets, or 
through a direct check on the amounts of certain types of credit, e.g. bank 
advances or hire purchase. Finally there is the special type of dis-saving 
involved in the spending of capital gains. 

Unfortunately, the available figures give little indication of the relative 
importance of these various influences. Between 1955 and 1956, personal 
savings rose by £495m. and the rate of addition to personal assets by £460m. 
This increase in the accumulation of assets was distributed as follows: 


£m. 
Saving through insurance and pension schemes __ ... im 30 
Fixed capital ... ed re ee ee = Be 29 
National savings a Le an ae sf ia 47 
Shares and deposits in building societies (decline in rate of 
growth)... ae 5 sy Ba be Ae 34 
Net debt to building societies (decline in rate of growth) ... 45 
Net personal bank deposits... whe & Wa mt 13 
Unidentified items... a fe oo ah rl ale 
460 


One cannot safely identify changes in a particular asset with a particular 
motive for saving but, even if one could, it would not help much, as the 
identified changes are so small. The assets that could, perhaps, be most closely 
associated (though still only very loosely) with a change in the desire to save 
are national savings and shares and deposits in building societies, but an 
increase of {£47m. in the former was largely offset by a decline of £34m. in 
the latter. Contractual saving through insurance and pension funds contri- 
buted only £30m. to the increase. The fact that contractual savings account 
for a high proportion of total personal saving is sometimes given as a reason 
for doubting the sensitivity of saving to monetary policy, so it is interesting 
to note that it is still possible to have very large changes in saving to which the 
contractual element contributes only a small part. 

Changes in other assets reflect both consumption and investment in the 
personal sector. For example the decline of £45m. in the rate of growth of 
indebtedness to building societies probably had some effect in restraining 
consumption but more in restraining house purchase. The figure for net 
personal bank deposits is derived by subtracting overdrafts from deposits; 
personal and professional overdrafts fell by £48.5m. during the year, £33m. 
more than in 1955, so that there was some decline in the facilities offered by 
the banking system for dis-saving. 

The really important changes, however, occurred in the unidentified 
items, which include hire purchase debt, purchases and sales of securities 
mortgage debt other than to building societies and transactions in real assets 
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between non-corporate and corporate business. Sales of non-corporate 
businesses to companies are likely to be encouraged by cheap and checked 
by dear money, but they are of a capital nature and it is only insofar as sellers 
were tempted to spend their capital receipts on consumption that they would 
concern us here. 

Mortgage loans are provided partly by insurance companies, but mainly 
by informal arrangement between persons, either directly or through a local 
solicitor, estate agent or accountant. Practically nothing is known of this 
market (if such it can be called) but the figures for mortgage loans in the 
Estate Duty returns suggest that it is much larger than is generally realised. 
From what I have been able to gather in conversation with a few of the people 
concerned, loans are often made at conventional rates which bear little 
relationship to those ruling in other sections of the capital market. It is 
likely, therefore, that dear money would induce some lenders to find more 
profitable employment for their funds, and so lead to a diminution in the 
supply of this type of loan. Again, such a diminution would fall partly on 
consumption but largely on the investment of non-corporate business. 

The Board of Trade index of hire purchase debt outstanding fell by 20 
per cent during 1956; it has been estimated that the debt outstanding at 
the end of 1955 was of the order of £500m., so this would represent a repay- 
ment of about £{100m. As debt*had been growing rapidly during 1955, the 
total swing from growth to decline between the two years may have brought 
about a contraction of spending of around {200m. Not all of this was, of 
course, on personal consumption, but there were other forms of consumer 
credit that are not included in the Board of Trade figures. It is not possible 
even to guess at a figure for the impact of the hire-purchase restrictions on 
saving, but they were clearly the largest single factor involved though, 
equally clearly, they must have accounted for well under half of the growth of 
saving during 1956. 

Lastly there is the question of spending out of capital gains. The value of 
securities quoted on the London stock exchange rose from £25,443m. in 
March 1952 to £33,796m. in March 1955, and then fell to £33,633m. in 
March 1956. There were rather more than £1,300m. of new issues between 
March 1952 and March 1955, so that the bull market added approximately 
£7,000m. to the value of existing securities, of which more than £2,700m. 
accrued in 1954-5. To suppose that 5 per cent of this increase in market 
values leaked away into consumer spending seems a modest concession to 
human weakness, yet this would account for consumption of over {100m. a 
year during the period of the bull market. If this form of dis-saving had been 
going on at such a rate, its cessation after the end of the boom in the Summer 
of 1955 would account for a sizeable proportion of the 1955-6 growth of 
saving. 

To sum up, there is little evidence that high interest rates increase the 
volume of gross saving, though the Natic .al Savings figures offer a faint 
hint that it might be unwise to ignore this possibility altogether. There is, 
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however, some evidence that, even apart from restrictions on hire-purchase, 
monetary stringency reduces dis-saving by reducing facilities for borrowing 
from banks, from building societies and by privately arranged mortgages 
and by checking spending out of capital gains. Finally, it may well be that 
personal investment is considerably more sensitive to the reduction of borrow- 
ing facilities than that of corporate business which, in general, has much 
larger liquid reserves. 

I feel, therefore, that we should certainly not assume that the effect of 
monetary policy on personal expenditure is by any means negligible. Cer- 
tainly the problem seems worth more systematic study, both from official 
statisticians and academic researchers. The improved hire purchase statistics 
recently produced by the Board of trade will help, and it would be another 
big step forward if the Radcliffe Committee could procure statistics of trans- 
actions in securities based on the analysis of contract notes. Much of the 
information required could only be obtained, however, from field studies, 
and there would seem to be room for these both on consumer’s expenditure 
in general and on the working of the private mortgage market. 


II 


During the past five years gross fixed capital formation by public corpor- 
ations and local authorities has averaged nearly £1,080m. a year, or more 
than 41 per cent of all fixed investment. Their current surpluses have 
averaged {2gom. a year, and their borrowing from the central government, 
nearly {450m. a year. The current surplus of the central government has 
averaged only £365m. a year, out of which it has, of course, to provide for its 
own capital requirements, so that the Treasury has been a substantial net 
borrower. Moreover, the nationalised industries and, more recently, local 
authorities have issued a large volume of stock which, from our present point 
of view, is essentially the same as that of the government. The existence of 
this great volume of public investment poses many problems but in this note 
we are concerned only with the technical ones of the effect of present methods 
of financing on the money and capital markets. 

One obvious effect has been the creation of large amounts of new fixed 
charge capital at a time when fears of inflation have been causing investors 
to turn more and more against fixed charge capital and in favour of equities. 
This increase in the supply of fixed interest securities at a time of falling 
demand has aggravated the tendency, which would have been present any- 
way, towards a narrowing of the gap between gilt-edged and equity yields. 
Thus, if the authorities maintain any given gilt-edged rate, the increase in 
the supply of fixed interest stock makes it cheaper and easier for private 
industry to borrow by the sale of equities; conversely, if it is desired to main- 
tain any given degree of stringency in the equity market, present methods of 


financing public investment enhance the gilt-edged rate that is necessary for 
the purpose. 
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The most important consequences follow, however, from the contrast 
between the methods of underwriting public and private issues. If a private 
issue is undersubscribed, the underwriter has to pay up and must do so by 
curtailing his lending in other directions, selling other investments or running 
down his stock of cash or other liquid assets. There is no increase in the 
supply of cash or other liquid assets, and any that are gained by the maker of 
an issue must be surrendered by someone else. With a public issue, however, 
the underwriters are public departments, largely the Issue Department of the 
Bank of England. When an issue is undersubscribed (as the big ones always 
are) the departments take it up, and their capacity to take up ‘tap’ bills 
1s correspondingly reduced. The government finds it necessary to issue 
more ‘tender ’ bills, and the Bank of England has to enlarge the cash base 
sufficiently to enable the banking system to take up the extra bills. There 
is thus an immediate increase in bank deposits and also an increase in the 
banks’ liquidity ratio, which may tempt them into further lending. 

In the British banking system the authorities can never directly control 
the amount of cash in the hands of the commercial banks since (if they are 
prepared to pay the price demanded by the central bank) the banks can 
always exchange call loans or bills for cash. Such an exchange, however, does 
nothing to increase their total stock of liquid assets and—provided that it is 
not a net borrower and does not have to meet heavy debt maturities—the 
government can prevent an increase in the total supply of liquid assets. 
When these conditions are not fulfilled, however, the position is very different. 
When the government is obliged to make new issues, the private sector has 
only to refuse to buy the proffered securities in order to force the authorities 
into providing more liquidity. In recent years the government has been 
beset both by the need to borrow for public investment and by heavy debt 
maturities, and this has been at the root of many of the frustrations of recent 
policy. The attempt to tighten credit has depressed the gilt-edged market; 
the more depressed the gilt-edged market, the more difficult it has been to 
sell securities, the more the government has had to rely on the floating 
debt, and the less has been its power to bring about the desired control of 
the money supply. 

If the money supply had been effectively held down in face of rising 
prices and incomes, the rise in interest rates would, of course have been 
accelerated. It could be argued that, if the government had been prepared 
to face the logic of the situation, it could simply have pushed long-term rates 
up to the point at which it could sell all the securities it needed. However, 
selling securities on a falling market is a very difficult business, and the 
resulting pattern of rates would have been far more onerous than that which 
would have been needed to secure the same restriction of the money supply 
if the government had not been a borrower. 

Those who are in contact with the market, whether officials, bankers or 
investors, are all very conscious of this prablem, but there is very little 
agreement on the remedy. The most radical solution would be to reduce the 
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volume of finance to be raised through the market either by a cut in the 
amount of public investment, by a larger budget surplus or by raising the 
prices of the products of nationalised industries so that they could do more 
self-financing. All of these policies, however, raise problems far outside the 
scope of this note. I assume, therefore, that the volume of finance to be 
sought is given, and merely ask if it could not be raised in a better manner. 

One possibility is that local authority loans, instead of being handled by 
the Bank of England, might be turned over to ordinary market channels and 
underwritten like a private issue. The nationalised industries might be 
treated in the same way; they could hardly raise the large sums in a single 
operation that were raised by the gas and electricity authorities before 1956, 
but they might be decentralised and, for example, area gas and electricity 
authorities might come to market for sums of {5m. to {2om. at a time. 
There would be no reason why the stocks should not retain trustee status, 
though it is a moot point whether the government should guarantee them; 
the essential thing, however, is that the departments should divest themselves 
of their obligation to support the issue. This policy would raise the cost of 
borrowing to the authorities concerned in relation to the gilt-edged yield, 
but the stocks would still be close substitutes for gilt-edged for the institu- 
tional investor, so the gap in yields need not be great. Moreover, if the 
change enabled the authorities to maintain lower average gilt-edged rates 
than would otherwise be necessary, the actual increase in cost to the borrowing 
authorities might be very modest. 

A second possibility is the issue of some kind of modified, equity in the 
nationalised industries. It would have, of course, to be without voting rights, 
and this would raise serious problems. Since the pricing policy and the 
profits of nationalised industries depend ultimately on political decisions, 
could the shareholder have any assurance that his interests would be respected? 
To give some safeguard to the investor, the security could carry a guaranteed 
minimum rate of dividend or—perhaps better still—its dividend could be 
linked to the gross receipts rather than to the surplus of the industry. To 
safeguard both the investor and the state, the stock should be redeemable 
at a fixed’ date (say after twenty years) either at par or at a fixed number of 
years purchase of the annual dividends over, say, the previous five years, 
whichever was the higher. 

This would be a very unconventional type of security, but it would offer 
the buyer a considerable hedge against inflation and a stake in the growth 
of the economy without sacrificing the principle of public control or imposing 
any intolerable burden on the nationalised industries. It might be argued 
that the existence of such a stock would make it more difficult for the govern- 
ment to market its conventional securities, but there seems little reason why 
this should be so. The first issue of the new stock would be limited in amount, 
and it would soon settle down at a price which would represent the market’s 
opinion of a suitable yield, and this would then determine the yield basis on 
which subsequent issues could be made. If it proved really attractive, its 
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yield might fall below that of gilt-edged, as the yields of some leading equities 
have done but no-one, least of all the government, need complain about that. 
So far as gilt-edged are concerned, the more attractive the new stock, the 
more the government would be relieved of the pressures that have bedevilled 
the market in recent years, and the more prospect there would be of bringing 


about an eventual reduction of gilt-edged yields without sacrificing monetary 
control. 
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~ CONCLUDING NOTE 
By C. R. Ross 


The concluding note to a Symposium of this kind ought not to be a 
personal rejoinder to criticisms of the opening paper; neither can it be 
expected to provide a full summary of all the points which contributors have 
raised. Nor—since the Radcliffe Committee will have to examine several 
issues which have not been explicitly raised in this Symposium—can it hope to 
be comprehensive. All that I can try to do here is to set out, in a rather 
impressionistic way, what seem to me to be the main lines of thinking which 
emerge from the discussion. 

One of the first tasks before the Radcliffe Committee will clearly be one of 
description and definition. As the Macmillan Committee found, a full and 
up-to-date account of the structure of financial institutions, and how they 
work, is a necessary preliminary to the examination of the techniques of 
financial control, or wider problems of policy. If the Committee is to get a 
comprehensive picture of the monetary and credit system, it will have to 
define the boundaries of the system widely enough to include not merely 
long-established institutions like the discount and acceptance houses and the 
clearing banks, but also the whole range of other financial concerns, including 
building societies, insurance companies, industrial and hire purchase finance 
houses and the like, which are of growing importance as acceptors of deposits 
from the public and as sources of funds in the market. It would be desirable 
to examine the place of these newer financial intermediaries in relation to the 
traditional structure of the banking system, and to form some view of the 
extent to which they provide alternative sources of funds. It will also be 
necessary to consider how far the importance and functions of some of the 
long-established institutions themselves have changed in the past twenty- 
five years. For example, the part played by the discount houses in the 
financial mechanism should perhaps be reconsidered, now that the bulk of 
their business is no longer in commercial paper, but in Treasury Bills; and 
now that they agree in advance on the price at which they will bid for Treasury 
Bills at the weekly tender. 

Thus, the first way in which the Committee can improve our knowledge 
of the workings of the monetary system is by giving in its report a compre- 
hensive and coherent account of the system itself, and by eliciting, in its 
examination of evidence, as much information as possible, both descriptive 
and statistical, about the way the system works. But in the course of prepar- 
ing its report, and examining the evidence, the Committee will find itself 
handicapped by the inadequacies of British financial statistics, and by the 
lack of any proper analysis of the pattern of money flows, and the sources and 
uses of funds in the economic system. The contributions by Professor 
Johnson and Mr. Lydall, in particular, draw attention to some of the statis- 
tical gaps that urgently need to be filled. The Committee will not be able 
to fill these statistical gaps itself; nor, as several contributors point out, does 
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the Committee have sufficient time or resources at its disposal to undertake 
any major piece of statistical or economic research. But the Committee can 
perform two important services. First, it can point out the deficiencies in our 
basic financial statistics, and make definite recommendations for the regular 
and prompt publication of comprehensive, consistent and properly defined 
statistics on the monetary situation, in a form in which they can be used for 
economic analysis, and can form a better basis for judgements about policy. 
Secondly, the Committee can draw attention to the kind of economic and 
statistical research which is needed if we are to have an adequate picture of 
the sources, flows, and uses of funds, and other aspects of the financial system.* 
In drawing attention to the research which should be done, it is to be hoped 
that the Committee will be able to frame its recommendations in such a way 
that it will stimulate a combined effort by government departments, the 
monetary authorities, financial institutions, and the universities and other 
research organisations to provide the necessary money, and get the work done. 
To be effective, recommendations both for the collection of statistics and the 
organisation of research will probably need all the force and authority which 
the Committee can muster. It is worth remembering that the Macmillan 
Committee made strong recommendations about the improvement of British 
financial and economic statistics: some of their more important recommenda- 
tions were not implemented until after 1945, and one or two, I suspect, have 
not been implemented yet. 


It is not only our knowledge of the internal financial structure that needs 
to be improved. Sir Ralph Hawtrey, Mr. Lydall, Mr. Nevin, and Mr. 
Sargent all draw attention to the importance, for any assessment of the 
impact of monetary policy on the balance of payments and the foreign 
exchange reserves, of the externally-held sterling balances; and to our ignor- 
ance about the distribution of these balances between different holders, the 
form in which they are held, and about the extent to which the balances are 
liable to fluctuate, or to be run down permanently. As Sir Ralph Hawtrey 
says, ‘a careful and detailed investigation of these balances would be a 
valuable contribution to economic knowledge’. The authorities, who must 
already possess or be able to obtain the information required, may object 
that the publication of a detailed analysis of the sterling balances would 
involve a breach of the confidential relationship between banker and client 
and might be wrongly interpreted and weaken confidence in sterling. The 
question of what information ought, in principle, to remain confidential will 
need to be examined; but on the general issue of publication, as the Macmillan 
Committee observed in a similar context; ‘ in the long run, the advantages to’ 
confidence and prestige of the figures being known will far outweigh any 
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supposed advantages from suppression ’.1 At present, people know just 
enough about the sterling balances to be alarmed about them, but lack the 
information necessary to understand the problems, or see them in perspective. 
Without much more comprehensive information it is impossible to assess the 
impact of the monetary policy on the sterling balances, or the balance of 
payments position, and it is difficult to attempt any sensible discussion of how 
we should handle this aspect of our international economic policy. 

In this context, there is a further point which Mr. Sargent has raised. 
Much is said, in very general terms, about Britain’s position as an inter- 
national banker. But it is impossible to assess the implications of our inter- 
national banking transactions for the economy gf the country unless we 
know the magnitudes involved. What are the total flows of funds, in and out? 
How much do they fluctuate? How do these fluctuations impinge on the 
reserves? What is the net profit to the balance of payments of our inter- 
national, financial business? As Mr. Sargent has said, we are ignorant of the 
elementary facts of the situation, and they are only likely to be obtained by a 
body of the Radcliffe Committee’s standing. 

Apart from elucidating the facts about the working of the system, the 
Committee will clearly be concerned with the detailed techniques by which 
the financial mechanism can be influenced and controlled. Sir Ralph Haw- 
trey, Professor Johnson, Mr. Isydall and Mr. Nevin all raise important 
questions of technique. The effectiveness of the traditional methods of 
control, Bank rate changes, forcing the money market “into the Bank’, and 
so on, need to be re-examined; the desirability of funding part of the floating 
debt will have to be considered in the light of alternative means of strength- 
ening the authorities’ control over the monetary system; the alternatives 
which will need to be examined include greater use of open market trans- 
actions in longer-term securities, direct Government borrowing from the 
commercial banks (in this connection, Mr. Nevin’s question about the ending 
of Treasury Deposit Receipts is very apposite) and the techniques used by 
other Central Banks. So will the effects of directives by the authorities about 
bank advances, or hire purchase finance: the effectiveness of such directives, 
as well as of some of the other possible means of control, depends in part on 
how far potential borrowers have access to alternative sources of finance 
outside the immediate control of the authorities. In addition to these ques- 
tions, some of which have been the subject of considerable recent discussion, 
there are some equally important questions concerning the relationship 
between the level of interest rates, the volume of credit and the supply of 
money (such as that mentioned by Mr. Dow) which have received less 
attention in the discussions of the past two years, but which are equally 
important to the examination of questions of monetary control. 

Some of these questions of technique can be considered simply in the 
light of their impact on the supply of funds available for borrowing and lend- 
ing, without much reference to their wider impact on the economic system, 
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But, as Mr. Dow and Mr. Little emphasise, ‘ most questions of pure tech- 
nique cannot properly be discussed (as they have been discussed) in isolation ; 
for the desired economic impact may often dictate the technique to be 
adopted.’ This Symposium reveals some difference of opinion on the question 
of how far the Committee should set itself to examine the wider impact of 
monetary policy on the economic system. Mr. Nevin believes that the present 
methods of government borrowing and National Debt management are * the 
heart of the matter’, and therefore suggests that the Committee should 
confine its attention to the technical issues. Professor Johnson recognises 
that the value and importance of monetary policy is as a means of regulating 
the level of demand in the economy, but suggests that, in view of the time and 
resources at its disposal, the Committee will probably ‘ find it necessary to 
confine itself to the less ambitious task’ of examining the working, and 
means of controlling, the financial sector of the economy. But, even in this 
restricted interpretation of the field, there are some questions involving both 
economic impact and monetary technique which the Committee will clearly 
be expected to examine. The question raised by Mr. Wilson as to ‘ the scope 
for making monetary policy more selective, even when it takes the form of 
dear money rather than the rationing of credit’, and the points which Pro- 
fessor Johnson and Mr. Lydall make about selective credit control, are ques- 
tions which seem to me to require some assessment of the effects which these 
selective measures are likely to have, not merely on the credit available to 
business and consumers, but also on their level and pattern of spending. 

Another field of enquiry, where technique and economic impact overlap, 
is the question of the effects of changes in interest rates on the Budget. The 
belief that the authorities are unable or unwilling to pursue an effective 
monetary policy because the consequences in terms of the cost of the National 
Debt would be too serious, is so widely held that the question will require 
careful investigation, even though, on examination it may be found that the 
authorities are, in fact, less schizophrenic than some critics have suggested. 
But this kind of question does not involve simply the techniques of public 
finance and market management. It involves an analysis of how an increase 
in interest payments by the Exchequer really affects the flow of funds; and 
some judgment about how far any resulting changes in the flow of funds (or 
increase in payments overseas) is likely to weaken the general economic 
impact which a restrictive monetary policy is intended to achieve. And the 
possibilities of devising arrangements which might insulate public borrowing 
from the effects of measures intended to affect the private sector—which 
clearly ought to be looked into—can only be assessed in the light of some view 
as to their economic consequences as well as their technical feasibility. 

In the context of debt management and public borrowing, an important 
set of problems has been raised by Professor Morgan in his discussion of the 
finance of public investment. The investment outlay of the public sector! 
has for some years exceeded its total savings, while in the private sector 


1 Central Government, local authorities and public corporations. 
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savings have exceeded investment. The fact that the public sector has had 
to finance an excess of investment over savings by the issue of fixed interest 
securities can raise serious technical problems for those responsible for 
managing the gilt-edged market, and may have awkward effects on the 
pattern of interest rates. Professor Morgan has posed this question primarily 
as a technical problem of interest rates and credit control, but it has wider 
implications also. The excess of private savings over private investment, 
which is the counterpart of Professor Morgan’s problem, may imply that the 
available funds in the private sector (to which Mr. Wilson draws attention 
as a means of regulating the level of demand in the private sector) may tend 
to be large enough to make the private sector sufficiently independent of 
outside borrowing for its spending not to be susceptible to easy control by 
the monetary authorities. It will be difficult to see these problems in any 
reasonable perspective without an adequate statistical analysis of the sources 
and flow of funds; but Professor Morgan has clearly raised some problems 
which the Committee ought to examine, even though it cannot be expected 
to provide definite conclusions. 

Professor Johnson, Mr. Burchardt, and Mr. Streeten and Mr. Balogh 
all suggest reasons for thinking that the economy may be less sensitive to the 
impact of monetary policy than it was before the war; and the Chancellor of 
the Exchequer himself may have had this kind of thought partly in mind 
when he announced the setting up of the Radcliffe Committee. The extent to 
which the pre-1939 economy was responsive to monetary policy is a question 
to which different observers give different answers; and, in any comparison 
with the pre-war situation, it is easy to forget that, in some important respects, 
the problems and objectives of policy are very different. If the Committee 
is to consider questions of this kind, it may well find that the easiest, and most 
rewarding, way to start is by asking directly, as Mr. Dow suggests, what are 
the components of investment and consumers’ expenditure on which mone- 
tary policy has an immediate impact, and then to see if it is possible to form 
some judgement, from the evidence available, as to the orders of magnitude 
involved, item by item. Sir Ralph Hawtrey’s suggestion that ‘ the sensitive- 
ness of different borrowers to rates charged ’ should be investigated is one 
among several important questions which will need to be examined if this 
line of enquiry is to be pursued. The advantage of such an approach is that 
it will, inevitably, help to suggest whether or not the level of demand is less 
responsive than it was before the war; and it will also help, as Mr. Dow 
suggests, to clarify and define what part monetary policy can be expected to 
play in the field of general economic policy. 

Once it gets beyond the analysis of the immediate impact of monetary 
policy on the different components of demand, the Committee will find 


1In the 1957 Budget Speech, after announcing the Committee’s terms of reference, the 
Chancellor said ‘ eHeisquity will be primarily directed to reviewing the working of the 
system in the conditions of to-day, taking particularly into account the great influence now 
exerted upon it by the public finances and the need to maintain a high level of savings and 
investment.’ Official Report, April 9th, 1957, p. 986. 
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itself considering a number of very wide-ranging and uncertain questions. 
The problem of the use of monetary policy as a means of controlling short- 
run international capital movements is clearly one to which the Committee 
“will have to devote considerable thought. But, as Mr. Burchardt and Mr. 
Sargent have shown, the conclusions which it can hope to reach on longer-run 
balance of payments questions are probably very limited. Again, Mr. 
Burchardt, Mr. Wilson and Messrs. Streeten and Balogh’ have discussed 
various aspects of the question of wage-price stability: the extent to which a 
given degree of disinflation will reduced the rise in wages (or affect produc- 
tivity or profit margins) are not questions to which the Committee will be 
able to give anything in the way of an exact answer. 

When Mr. Wilson suggests that the Radcliffe Committee will have to 
consider whether the arguments against the use of monetary policy are 
sufficient to warrant the view that no control should be exercised over the 
supply of funds,? he raises the general issue of monetary policy in an extreme 
form. The question is surely how far we can rely, or how changes in financial 
organisation of one kind or another can make it possible for us to rely, on the 
regulation of the supply of funds to control the behaviour of the economic 
system. The advantages of using the monetary mechanism as a major 
instrument of economic control are clearly very considerable. And, even if 
monetary policy has only a minor part to play, it is only sensible to try and 
use it to reinforce, and not thwart, other methods of policy. But this still 
leaves the question of how much it is sensible to rely on general monetary 
policy, selective credit control, fiscal policy, or other methods to achieve 
particular objectives. 

How far the Committee will be able, or should set itself, to assess very 
broad issues of this kind, is something that it will have to decide for itself, 
in the light of the time at its disposal, and its judgement of what it believes 
can usefully be said. But there are a number of points, which emerge from 
this Symposium, which might perhaps be considered when the Committee 
is deciding on the scope of its report and the character of its conclusions. 


(i) The use which can or should be made of monetary policy will vary 
with the economic situation and the climate of political opinion. 
This means that the Committee must allow both for the different 


1 The analysis of growth, productivity, and price stability which Messrs. Streeten and 
Balogh give deserves more attention than can be given in this already lengthy conclusion. 
Their main lesson is that, for any given upward pressure on money wage-rates, the ease 
with which price stability can be maintained depends on the extent to which the growth 
of productivity can be fostered, which in turns depends, in large part on the rate of 
investment. But their particular conclusion that growth, stability, and income redis- 
tribution are always compatible seems to depend on particular assumptions about the 
extent and speed of the response of productivity to increases in investment, and about the 
share of wages in the national income. 

_ *Ona theoretical level, I would dispute Mr. Wilson’s apparent suggestion that Keyne- 
sian analysis pre-supposes a fully elastic supply of funds. Some, but by no means all, the 
accounts of the multiplier assume an elastic supply of money; but once past this first stage 
in the argument, the full Keynesian model analyses the effects of changes in the marginal 
efficiency of capital and the propensity to consume with a fixed supply of money, or, 
alternatively, with a finitely or an infinitely elastic money supply. 


CONCLUSION 383 


emphases which may be placed on the fundamental issues of policy, 
and for unresolvable differences of attitude (as Mr. Little and Mr. 
Sargent say) about convertibility, the intervention in markets for 
transferable sterling, the use of exchange control and import restric- 
tions, and the degree of selectivity which it is desirable to exercise 
over the level and pattern of investment. 


(ii) That within this rather open framework, it should set itself to 
expound and analyse, empirically, the detailed working of the 
system. 


(ili) No matter how wide or how narrow the Committee decides to draw 
its report, those who take decisions on matters of general economic 
policy, and their advisers, have the responsibility of assessing the 
reliability of alternative methods of policy as a means of achieving 
particular objectives. It is unlikely that the Radcliffe Committee 
will be able to establish any general agreement about this kind of 
question, which involve a good deal of personal judgement and in 
the end, require political decisions. But the usefulness of the dis- 
cussion—even where it is concerned with technical monetary issues 
—will depend very much on its being slanted towards the needs of 
general economic policy. 


Finally, there is the question of the day to day exposition of monetary 
policy. The annual reports of the Bank of England are, to say the least, 
among the less informative of public documents; and the public ignorance 
of how the authorities work, and what they are trying to do, is such that, as 
Professor Johnson has said, not merely is it very difficult to discuss the 
working of monetary policy, but it is likely that the effective impact of policy 
itself is weakened by the lack of any coherent explanation. Professor Robbins! 
has drawn attention to the great contrast between the information. available 
about monetary policy in this country and in the United States: the Radcliffe 
Committee will be doing an important service if it not only describes how 
the monetary system works, but tries to ensure that, in future, the work- 
ing of monetary policy shall be fully and coherently explained. 


1 In his review of Sir Henry Clay’s biography of Lord Norman, ‘A Monarch in the City.’ 
The Listener, June 6th, 1957, pp. 913-914. 
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